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@nuited States Circuit Court of Appeals 


FOR THE NINTH CIRCUIT. 


Ipaso-OreEcon Licut & PowrEr Com- 
PANY ET AL, 
Appellants, 


VS. 


STaTE Bank OF CHICAGO ET AL., 
Respondents. 


BRIEF IN SUPPORT OF THE APPELLANTS. 


UBMJTTED BY Evpoy Bispee as Amicus Curia. 
Lf of ; C8 yn =z.) 


The author of this brief represents those who have sup- 
plied approximately $6,500,000 to finance the investment rep- 
resented by the securities of the Idaho Railway, Light & 
Power Company (hereinafter called the Railway Company), 
including the interests of that Company in the Idaho-Oregon 
Light & Power Company. He did not, however, represent 
them at the time of the transactions of which complaint is 
made and seeks, therefore, to approach with unbiased judg- 
ment the consideration of the questions involved on this ap- 
.peal. His desire is to discuss those questions in their broad- 
est and most fundamental aspects, and without regard to any 
technical considerations. 

Succinctly stated, the effect of the decree below is that 
‘holders of corporate bonds, secured by a particular mortgage, 
‘may, after the insolvency of the mortgagor and becanse of the 
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then determined insufficiency of the security, repudiate con- 
tracts between the mortgagor and a third person, made and 
executed respectively fifteen imonths and approximately one 
year prior to the appointment of a Receiver for the mort- 
gagor, no complaint with respect to which has been made by 
the mortgagor or by its stockholders. The result is sought to 
be pustpfied because gs a result of the-tr ctionsy additional 

ecu eames ca exact gompliagce~with the 
terms of the mortgage, increased the aggregate of the bonds 
outstanding and, therefore, decreased the proportionate secur- 
ity of those previously issued. This result was reached, not- 
withstanding the fact that itis conceded that the very large 
additions to the value of the security held for the benefit of 
the First Mortgage Bondholders, which, under the terms of 
the mortgage, entitled the mortgagor to issue the additional 
bonds, represented the proceeds of the sale of Second Mort- 
gage Bonds and, to some extent, the investment of surplus 
earnings. In the Court below, the intervenors cited no case 
sustaining the propositions for which they contend, but rested 
their claims upon what they termed a broad appeal to the 
conscience of a Court of Equity. 

So far as we were able to judge, in the last analysis, they 
found their superior equities in the assertion of the fact that, 
despite the full performance of their contract with the mort- 
gagor, the bondholders represented by them are entitled to 
greater consideration from the mortgagor than their contract 
required and their investment has a higher claim upon a 
a Conrt of conscience than that of others. 

The brief for the intervenors in the Court below contained 
assertions of fact, cunningly designed to influence the Court 
against those whose interests are ultimately affected by the 
decision, regardless of the circumstance that the record con- 
tained no evidence of such facts, contained unfounded asser- 
tions with respect to evidence in the record and, so far as 
legal authority is concerned, presented it in the form of ex- 
tracts from the utterances of courts, general in their nature, 
and sufficiently apt in themselves, but wholly foreign to the 
facts in the present case. The result is that the Court has 
based its ultimate conclusion upon assumptions which we 
believe to be entirely unsupported by the evidence. These 
-will be discussed in subsequent portions of the brief and the 
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subject is mentioned now only for the purpose of placing this 
Court on its guard against the acceptance of the assertion of 
facts unless verified from the record. 

As many of the propositions are considered in the brief for 
the Receiver of the Railway Company and as our discussion is 
designed only to cover points deemed fundamental, we believe 
that we can best aid this Court by following in a general way 
the opinion of the learned Judge of the District Court and 
pointing out wherein we consider that he has fallen into error, 
both with respect to the law and the facts. 


I. 
The Nature of the Issue. 


As indicated in his opinion (Record, pp. 133, 134), in 
reaching his conclusions, the Trial Judge ignored the manner 
in which the issues were actually raised and upon the assump- 
tion that it would be to the interest of all parties to have the 
questions determined in advance of the foreclosure sale, con- 
sidered the issues as though they had been presented by the 
Railway Company in connection with proof of ownership of 
its bonds for the purpose of sharing in the distribution of the 
proceeds of the sale. Although, prior to the rendering of the 
decision, the appellants appear to have taken no position 
which justified the assumption that they desired the issues to 
be determined other than as made upon the pleadings, in 
defereuce to the desire of the Court to dispose of the question 
in substance and regardless of the form of the controversy, in 
connection with the entry of the decree, they stipulated that 
they would not object to the decree upon the ground that it 
was made in auticipation of distribution. It is most earnestly 
submitted, however, that such stipulation should not be made 
the basis of shifting any burden of proof assumed by the 
intervenors in adopting their present method of procedure nor 
of any inferences against the appellants because of their 
failure to present facts which, had they assumed the affirma- 
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tive, they might properly have been required to present. In 
other words, it is clear from the stipulation as recited in the 
decree that its intent was to eliminate from this controversy 
the technical contention that the issues herein determined 
were prematurely tendered by the intervenors and that it was 
not intended thereby to deprive he Railway Company of its 
right to present upon distribution any facts which may be 
material to the conclusion reached by the Court and which 
are not found in this record. Any other construction of the 
stipulation would be subversive of the rights of the Railway 
Company because, upon the trial, the issues made by the Bill 
in Intervention and the answers of the Power Company and 
the Railway Company to so much thereof as the Court re- 
quired them to answer, did not present the question of the 
rights of the Railway Company upon distribution and, accord - 
ingly, except to the extent of objecting to the decree herein 
upon the ground that the proceeding was prematurely brought, 
the rights of the Railway Company upon distribution should 
not be curtailed. 


II. 


The assumed insolvency of the Idaho-Oregon 
Light & Power Company was not a fact. 


In this connection, we have observed that at certain points 
of his discussion, counsel for the Receiver of the Railway Com- 
pany, argumentatively, concedes the inability of the Power 
Company to continue its business under the conditions ob- 
taining during the Fall of 1912; and that, in the same way, at 
one part of his brief, assumes its then insolvency. As the 
issue of insolvency was not presented by the pleadings and 
was not litigated at the trial, we understand that such state- 
ments are not intended as concessions of the fact of insolvency 
nor of the fact that those then in control of the Company’s 
affairs had any intention of discontinuing its business. In 
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any event, however, we most earnestly submit that such state- 
ments should not be accepted to the prejudice of the real 
parties in interest; and that,in considering the case, this 
Court should be guided solely by the pleadings and the evi- 
dence, regardless of the interpretation thereof by counsel 
either for the Railway Company’s Receiver or for the Inter- 
venors. 

As we read the opinion of the learned Trial Judge, his con- 
clusions are prediofed solely upon the theory that the mort- 
gagor Company was insolvent in September, 1912, when oc- 
curred the first of the transactions of which the intervenors 
complain. It follows, therefore, that if it be shown that the 
record contains no evidence justifying such an assumption, the 
entire foundation for the conclusions of the lower Court fails 
and the structure erected thereon must fall to the ground. 

As indicative of the Court’s conclusions in that regard, we 
call attention to the statement in the opinion (Record, p. 133) 
that ‘‘ The Power Company has also answered, but in view of 
its insulvency and its subserviency to the Railway Company, 
its position in the controversy is without importance ;”” to the 
statement (p. 187) that in September, 1912, “It is 
clear that they (those alleged to have been repre- 
senting the Railway Company) had reached the con- 
clusion that the Power Company was hopelessly insolvent, 
as was undoubtedly the case, ete.”; to the suggestion 
(p. 140), that the Railway Company interests then 
considered that the Power Company’s First Mortgage Bonds 
*“ were worth legs than their face” and, therefore, that the 
Consolidated and Second Mortgage Bonds were “ wholly 
valueless” ; to the statement (p. 140) that ‘‘ There ig but one 
rational explanation of the agreement, and that is that the 
interests having control of the Railway Company, and through 
it of the Power Company, having concluded that the latter was 
hopelessly insolvent, and that a reorganization was inevitable 
and a receivership probable, resorted to this expedient for 
saving to themselves as much of the wreckage as possible,” 
and to the observation (p. 145) that, while it may be conceded 
that a creditor of a solvent corporation, whether secured or 
unsecured, has no legal right to complain of the improvident 
dis position of its property, “it must not be forgotten that here 
the corporation was insolvent, and those whose duties as 
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Trustees it was fairly and honestly to administer its affairs 
undertook to prefer theinselves.” 

It will be observed that, in connection with none of the 
statements just quoted, has the Court referred to a single fact 
upon which to predicate his conclusion of insolvency in Sep- 
tember, 1912. 

There is no evidence in the case that the Railway Com- 


pany or any one associated with it ever sold or sought to sell 


one dollar of the securities;ef the Power Company o 1€ 
Railway Company. Evidence introduced by the Intervenors, 
however, discloses (p. 835) that at the end of January, 1912, a 
few of the First Mortgage bonds sold at par, in April a few 
sold above par; that (pp. 340 & 344) in September, 1912, said 
bonds sold in the market at par; that as late as December, 
1912, they sold at par, and that in July, 1912, Aless7s. Kissel, 
Kinnicutt & Company, who were the Managers of the New 
York Syndicate against which the Courts strictures are pur- 
ticularly directed, purchased $10,000 of the bonds in the market 
at 954. (13 44D 

The tables shown on pages 333-340 and on pages 343 & 
344 indicate the general market prices of the bonds since 
1910. Surely, the circumstance that those tables disclose 
sales as low as 80 cannot be the basis for the Court’s con- 
clusion that if the First Mortgage Bonds were worth less 
than their face value the Second Mortgage bonds were wholly 
without value, nor does it seem possible that the Court can 
have concluded that, becanse the market value of the First 
Mortgage bonds was less than par, the Company was ueces- 
sarily insolvent. We say this, because, under such a rule, 
the majority of going concerns whose bonds are customarily 
quoted on the exchanges are insolvent. Yet, unless the con- 
clusion of insolvency was based upon the evidence mentioned, 
we are unable to discover any justification therefor. 

The state of the record is such that the conclusion must 
be invitable that the cause was not tried upon either side 
apon the theory that in September or December, 1912, the 
Power Company was insolvent but rather, so far as the Inter- 
venors were concerned, upon the theory that, in arranging the 
exchange of the First for the Second Mortgage bonds, the 
Railway Company committed a fraud upon the holders of the 


7 


First Mortgage bonds which were outstanding prior to Sep- 
tember, 1912, the purpose of which was to acquire a security 
having a demonstrated market value, varying, as shown 
by the tables last mentioned, during the year 1912, from 
95 to par, tor a security of less value, and, on the part 
of the Railway Company, upon the theory that, shree~the 
p A —— le ; biol 


ar a : ; oat 
#e—stek, as the holders of the First Mortgage bcnds 


had, when the additional bonds were issued, obtained 
all of the additional security required by their contract, 
no cause for complaint then existed on their part, and 
that the transaction must be determined with respect to 
conditions which existed at the time and not with respect 
to conditions which existed at the time of the trial. 
So obviously is this the case that, if this Court 
shall conclude that the issues here presented depend for 
their correct solution upon the intent of the Railway Com- 
pany, in September and in December, 1912, to maintain the 
Power Company as a going concern, a monstrous wrong will 
have been done those interested in the Railway Company who 
participated in the challenged transactions, if they shall not be 
afforded further opportunity to meet that charge. As signifi- 
cant of their intentions in this regard, do any facts in the 
record suggest a reason why Messrs. Kissel, Kinnicut & Com- 
pany should, in July, 1912, have been willing to pay 954 in the 
warket for the First Mortgage Bonds and, two months latter, 
be sponsor a transaction having in contemplation the con- 
fessed insolvency of the Power Company and its reorganiza- 
tion; and the record is absolutely devoid of evidence show- 
ing or tending to show any circumstances transpiring between 
July and September, 1912, which changed the attitude of 
Kissel, Kinnicutt & Company from that which led them to 
pay 954 for the First Mortgage Bonds to one which had de- 
termined that the business would not be further prosecuted. 
Insolvency is usually defined as the inability to pay one’s 
obligations as they mature in the usual course of business. It 
is not dependent upon the ability to sell one’s assets at a 
particular date for sufficient to pay his then liabilities. 
Indeed, as applied to corporations, for the purpose of de- 
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termining whether or not the Company is insolvent within the 
rule that, only in such event, are its creditors interested in 
the disposition which it makes of its property, as we shall 
subsequently show, though the managers of a corporation 
know that its assets are insufficient to meet its obligations, 
unless at the time of a given transaction, it has been deter- 
mined that the Company’s business cannot be continued, it is 
not insolvent, for the purpose of applying that rule. 


Sanford Fork & Tool Co. v. Howe, Brown & Co., 


157 USS), 3i2; 
Clark d& Marshall on Private Corporutious, Sec. 
187c. 


Coler v. Allen, 114 Fed. (C. C. A., 9th Cir.), 609. 

Damarin v. Huron Iron Co., 47 Ohio State, 581. 

Chick v. Fuller, 114 Fed. (C. C. A., 7th Cir.), 22. 

Abrams v. Manhattan Consumers Brewing Com- 
pany, 142 N. Y. Appellate Division, 392. 

Willmott v. London Celluloid Co. L. R., 34 
Chancery Division, 147. 


As some of the authorities above mentioned are, perhaps, 
more pertinent to the point as to the character of frauds 
which affect creditors, we reserve for that place their more 
detailed consideration. We will, however, in connection with 
other authorities to be noticed, discuss some of them under 
this point. 

Of course, the question to be determined is not the in- 
solvency of the Power Company at the time of the trial, but 
in September and December, 1912. 

In determining the validity of a voluntary conveyance, 
the insolvency of the grantor at the time of the conveyance 
is the question to be answered ; its subsequent insolvency is 
of no importance. 


State v. Martin, 177 Conn., 142. 

Masters v. Templeton, 92 Ind., 447. 

Philips v. Potter, 32 lowa, 589. 

American National Bank v. Thornburrow, 109 Mo. 
App., 639. 

Martin v. Evans, 2 Rich. Kg. (8. C.), 368. 

Bank v. Puget Sound Loan, ete., Co., 20 Wash., 636. 


W) 


And the fact that one is insolvent when the bill is filed 
is no evidence of insolvency at the time of the transaction. 


Windhaus v. Bootz, 92 Cal., 617. 

Coghill v. Boring, 15 Cal., 213. 

Seaman v. Bisbee, 163 Ill., 91; 45 N. E., 208. 
Donahue v. Coleman, 49 Conn., 464, 466. 
Nevers v. Hack, 138 Ind., 260; 37 N. E., 791. 
Hathaway v. Brown, 18 Minn., 414. 


It is our sincere belief that, in making the statement in 
his opinion concerning the insolvency of the Power Company, 
the learned Trial Judge was sub-consciously affected by the 
circumstance that both the Power Company and the Railway 
Company subsequently became insolvent; that he had been 
called upon to appoint receivers thereof and that such 
receiverships were still pending in his Court. So strongly 
does he appear to have been affected by the conditions subse- 
quently surrounding him that, although counsel for the Re- 
ceiver was willing to concede, for the purpose of developing 
all of the questions possibly involved, that the property will 
not bring sufficient to pay all of the outstanding first mortgage 
bonds, without a scintilla of evidence in the record upon 
which to base the statement, he observes in his opinion that, 
“Tt is wholly improbable that the proceeds (of a sale of the 
Power Company’s property) will be sufficient to pay in full 
the First Mortgage Bonds outstanding, astde from those pres- 
ently involved.” Undoubtedly, he was influenced to make the 
observation because of the obvious fact that, unless and 
until a sale has demonstrated the insufficiency of the security 
to pay all of the outstanding First Mortgage Bonds, no pos- 
sible damage can be suffered by the Intervenors; for which 
reason also he desired to dispose of the issues as though the 
sale had been made and a deficiency had resulted. 

As we have before mentioned, the issues were neither 
made nor tried by the Intervenors upon the theory that the 
Power Company was insolvent, but upon the theory of the 
Bill in Intervention, which was that, in September and De- 
cember, 1912, the Power Company was a very valuable prop- 
erty, which was then the victim of an extravagant manage- 
ment; and that, because those interested in the Railway 
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Compauy had, with the exception of the Power Company, 
ill-advisedly made their very large investment in the Com- 
panies and properties controlled or acquired by the Railway 
Company in September, 1912, they began the consummation 
of a conspiracy, which dated from September, 1911, when the 
Bankers first purchased an interest in the Power Company, 
to acquire the property of the Power Company for nothing, 
to which end they so manipulated the affairs of the Power 
Company that in April, 1913, they deliberately brought about 
a fictitious defpult with respect to its First Mortgage Bonds. 
That such is @ scheme of the Intervenors Bill is abundantly 
shown by statements contained in Clauses VII, VIII., IX., 
Xi(pp. 14-29), XL, XID. XMM SV Ry aI io: 
28-37), and XIX. (p. 39), to which we earnestly call the ~ 
Court’s attention. 

Thus, the petition alleges (Clause VIL, pp. 14-15) that the 
bankers had purchased $6,500,000 of the Railway Company’s 
bonds “ with a view of re-selling the same to the public,” but 
that ‘said bonds have not in fact been sold to the public ” 
because ‘‘ they have not been marketable for the reasons here- 
inafter set forth” ; that being unable to market the bonds, the 
bankers pledged them with various financial institutions in 
New York City; that such bonds were not marketable be- 
cause the earnings of the properties acquired by the Railway 
Company were insufficient to meet operating charges, ade- 
quate provision for depreciation and “interest upon the ex- 
cessive and exorbitant prices paid for said properties and for 
which said $6,500,000 of bonds were issued.” 

«“ The intervenors show that Kissel, Kinnicutt & Company 
(the Bankers) and their associated banks have now been carry- 
iny this load for nearly two years, and that it became clearly 
necessary to consummate the plan of acquiring the property 
of the Power Company in such a manner as to get additional 
security behind the said bonds of the Railway Company and 
especially to show added earning capacity in order to render the 
said Railway bonds marketable and avoid an enormons loss on 
the $6,500,000 of such bonds; and the readily available course 
was to get rid of the First Mortgage Bonds of the Power Com- 
pany by the easy device of a foreclosure, at which there would 
be and could be no bidder except the Railway Company, and 
thus seize the property and earnings of the Power Company ” 
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(p. 17) ; that monies which are alleged to have been required 
by the original contract between the Power Company and the 
Bankers to be used for certain purposes were ‘“ diverted to 
other purposes to the great injury of the Power Company and 
its creditors ; and the Intervenors charge that this was done 
in pursuance of a scheme of the Railway Company and Kissel, 
Kinnicutt & Company to reduce and divert the income of the 
Power Company, break down its credit, cause it to defantt tn its 
obligations and to purchase its property for a nominal amount, 
to the fraud and injury of the holders of the First Mortgage 
Bonds of the Power Company” (p. 19); “ the control and dom- 
ination of the Railway Company over the Power Company is 
thus shown ¢o have been destructive of tts business and income, 
an attack upon the security and bonds held by your Latervenors, 
and your Intervenors charge that this control and domination 
were exercised for the purpose of depreciating such security 
and enabling the Railway Company to carry out the scheme of 
purchasing the Power Company's property on the proposed re- 
organization, which is shown in the plan attached to the Bill 
of Complaint herein and of which the default in interest alleged 
inthe Billand this suit to foreclose area part” (pp. 19, 20), 
“that the Intervenors charge that the obtaining of the control 
of the Power Company bythe Lailway Company was the begin- 
ning of a plan then formed for the absorption of the business and 
properties of the Power Company without just and true compen- 
sation therefor, of which the management of the Power Company 
by the Railway Company, the alleged defaults in the payment 
of interest on the Power Company’s bonds in April, 1913, the 
plan of reorganization prepared and put out in advance of said 
default, the foreclosure herein instituted, are all a part, ete. ” 
(p. 36), that, “although the Power Company refused payment 
upon the interest coupon on the First Mortgage Bonds which 
was due April 1, 1913, and thereby occasioned default thereon, 
such failure and refusal was due to the domination and control 
of the Railway Company and was part of the scheme for the ac- 
quisition of the property of the Power Company by the Railway 
Company through this foreclosure; and that, immediately 
thereafter and before the declaration of default by the Trus- 
tee, said inferest was in fact paid to the bondholders who are 
said to seek this foreclosure, and paid in part by the Trustee 
which is a complainant herein * * * and that, therefore, 
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although a formal and technical default wus created, no actual 
default now exists as to any of the bonds deposited with the New 
York Committee, etc. ete.” 

Such quotations from the Bill might be multiplied in- 
definitely. 

After the hearing upon the petition for leave to file the 
same the Power Company and the Railway Company were 
required to answer only with respect to the portions of the 
Bill referring to the 718 bonds, the 107 bonds and the allega- 
tions with respect to the actual payment of interest to certain 
of the First Mortgage Bondholders. The order also provided 
that, “the failure of any party to answer any averments in 
said Bill in Intervention not expressly required by this order 
to be answered shall not be construed as an implied admission 
that the same are true” (pp. 56 and 57).. In accordance with 
the order the answers filed were limited to the matters par- 
ticularly set forth therein. That circumstance did not, how- 
ever, to any extent, restrict the activities of counsel for the 
Intervenors, as is, to some extent, shown by the testimony offered 
and excluded (pp. 454-477). That the Intervenors did not 
assert norseek to prove that the Power Company was insolvent 
in September and December, 1912, is evident in many ways, 

hus (pp. 203-204), monthly reports of operations of the Rail- 
Way Company were offered, as stated by counsel, “for the 
purpose of showing the condition of the Latlway Company in 
1912, as establishing a motive, or tending to establish 
a motive, for the transaction which is in issue here, 
ete.,” and which was admitted over the objection of the 
respondents, the Court expressing its conclusion in the 
following language: ‘“ This is somewhat remote, but I think 
perhaps I shall let i: goin. It may have some bearing upon 
the good faith and reasonableness of the transaction. 
The objection . will be overruled.’ The Exhibit will 
be found at pages 205-206. Its receipt in evidence 
was followed by the offer by Intervenors’ counsel and the 
receipt, over the objection of respondents’ counsel, of testi- 
mony to the effect that, on December 31, 1912, which was the 
month covered ,by the statement of operations, the ‘“ capital 
charges outstanding against the Railway Company were 
$7,361,000. Most of it at 59%” (p. 207). Then by the bal- 
ance sheet of the Railway Company as of December 31, 1912 
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Whatever may have been the intent of counsel in introducing 
the Exhibits above mentioned and others which accompanied 
them, it is most earnestly contended that the consideration of 
certain items appearing thereon demonstrate beyond perad ven- 
ture that those in control of the Power Company in September 
and December, 1912, had no expectation that its business 
was to be discontinued. 

The statement of earnings of the Power Company for Sep- 
tember, Intervenors’ Exhibit 25 (p. 213) shows (last line) 
that during that month $69,637.55 had been expended, 
for construction alone, while intervenors’ Exhibit 29 (p. 
216) shows that, during September of that year the Prop- 
erty, Plant and Equipment jad increased (second line of the 
Exhibit) fo the extent of $79,637.55. 

Intervenors’ Exhibit 30 (pp. 220, 221), shows 
(last line) total construction for 1912.-....._-- $385,359.12 

The corresponding statement for the nine 
months ending September 30th (Exhibit 28, p. 

DU MEL S.-i ees ere ee eee ae a ae are 267,463.71 

Accordingly, during the three months ending 
December 31, 1912, total expenditures for construc- 
tion QUORE GODUNEGUCEE =o. sa eee ee a ae $117,895.41 

These Exhibits also show that, during December, 1912, the 
Company expended for construction no less than $79,923.56. 

Turning to the general balance sheet as of December 31, 
1912 (Exhibit 33, pp. 225-229), we find : 

Total additions to Property, Plant and Equip- 
meh cori OLA =e ee ee ee eee = $680,539.70 

By comparison with Exhibit 31 (p. 222) we 
find that at September 30, 1912, the total of such 
QUUIMONS Wass se8 oo 2 2 eeeeees esse oe eee 470,359.12 

Showing that during the three months ending 
December 31, 1912, additions to Property, Plant 
and Equipment were made to the extent of.--..--- $210,180.58 

It will be observed that the sum last mentioned is greater 
than the estimate of the general manager for the fonr months 
ending December 31, 1912 (pp. 426-429). 

Having due regard for these figures, introduced, as will be 
recalled, by the Intervenors, is it possible to conclude tha t 
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intelligent business men would, in addition to making up the 
deficit in current earnings, have expended these large 
sums in extending the Plant and Equipment of this Company 
had they anticipated that it would shortly cease to be a going 
concern? Could there be more persuasive evidence of the 
intentions of the parties in Septembe/#1912, when occurred 
the first of the transactions which the Trial Court has con- 
demned on the ground that the Power Company was then in- 
solvent ? Do men of affairs add to an already large investment 
in an enterprise at the rate of $70,000 per month, after they 
have concluded that it is an utter failure and that it cannot 
be made a success? Surely it is sufficiently serions to have 
considered the Railway directors scoundrels, whereas, if the 
Court is correct as to their intentions, they must also be 
branded as fools. 

The record contains no evidence with respect to the 
additions to the plant and property after December 31, 1912. 
It is most confidently contended, however, that, if a determining 
factor here is the question as to whether or not, in September, 
1912, the Directors of the Power Company had concluded 
that its business could not be continued and had concluded 
that it would shortly cease, for which reason, as the lower 
Court considers, they werepractuated by the motive of saving 
as much of the wreckage as possible, the officers and directors 
of the Railway Company should be afforded full opportunity 
to spread upon the record their acts from the first date in 
question, until the appointment of the Receiver zn December, 
1913. We conceive it to be improper to make assertions with 
respect to facts which are not in the record. We feel, 
however, that it is abundantly fit and proper that 
we should appeal as strongly as possible to the con- 
science of the Court in order that the transactions of 
individuals, heretofore bearing honorable personal and busi- 
ness reputations, may not be finally condemned as fraudulent, 
because of their knowledge of the insolvency of this corpora- 
tion, when they were not, either by the Intervenors’ pleadings 
or by any suggestion during the conduct of the trial, called 
upon to defend themselves against such a charge. 

In addition to the foregoing, as bearing upon this point, 
we call attention to the fact (pp. 402-404) that, at the end of 
November, 1912, the Power Company entered into a contract 
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with Bates & Rogers Construction Company, calling for the 
payment by the Power Company of $40,000 in cash, in order 
that it be released from a burdensome contract and that, in 
the same contract, they agree to pay in cash (p. 403) other 
sums for a portion of the plaut of the Bates & Rogers Com- 
pany, depending on an appraisal, and took an option on an- 
other portion of their plant at a price of $12,000. 

Would this settlement have been made and cousummated 
at that time, if these people had been intent upon wrecking 
the Power Company ; or had they the slightest notion that a 
Receiver of its properties was likely to be appointed ? Had 
any such expectation been present, would they have paid out 
large sums of money in cash for the purpose of being 
rid of a contract, which, as the testimony abundantly 
shows, they desired to terminate, because their 
engineer had advised them that continued con- 
struction thereunder would increase the cost of the work to 
the extent of $100,000? If any notion of Receivership had 
then been in their minds, a much more economical method of 
disposing of the contract would have presented itself. 

In addition to the foregoing considerations, the Court will 
notice that a part of the complaint of the intervenors was with 
respect to the certification and disposition by the Power Com- 
pany of 107 of the First Mortgage Bonds, in addition to the 
718, which bonds were certified after April 1, 1918, and that 
even at that late date, and after default in the payment of in- 
terest on the First Mortgage Bonds, the Railway Company 
loaned money to the Power Company upon the security of 
the 107 bonds (pp. 109 & 134). 
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Taking the assets and liabilities of the Power Company, as 
disclosed in the balance sheet of September 30, 1912, which is 
the only direct evidence before the court as to the character of 
the items which may properly be considered upon the 
credit and debit sides of its account, we find that the total 
assets are listed at $15,537,000, while, eliminating the $10,- 
000,000 of capital stock, we find the liabilities listed at $5,- 
537,000, thus showing a surplus of more than $5,000,000 (Ex. 
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31, pp. 222-224). The same aggregates as shown on the 
balance sheet as of December 31, 1912 (Ex. 33, pp. 227-229) 
give a surplus of $5,885,000. On the basis of these figures, 
therefore, at the end of each of the months in question, the 
value of the company’s assets exceeded that of its liabilities. 

The only evidence to offset the valuations thus shown is 
the concession (p. 381), made at the trial by counsel for the 
respondents that, for the purpose of this case, the respond- 
ents were content to have the court assume that the value of 
the company’s properties were then (in June, 1914) less than 
the aggregate of the first mortgage bonds, which aggregate, 
as shown by the record, is, including the 107 _ bonds, 
$3,319,000. Assuming the accuracy of the concession which, 
in view of the existing foreclosure decree, was undoubtedly 
made with the idea of values such as would likely be estab- 
lished upon a forced sale under financial and commercial con- 
ditions then existing, can it be reasonably and convincingly 
argued that the valuations shown in the balance sheet were 
necessarily erroneous ? During the interval, it is a matter of 
common knowledge, that corporate properties which, prior to 
the recent severe business depression, were believed to possess 
very great value, have realized at forced sale prices repre- 
senting but a small proportion of the values which they had 
justifiably been considered to possess under more promising 
conditions. 

We have reserved for another place the discussion of the 
general proposition as to what corporate transactions cred- 
itors are entitled to assail, and the conditions under which 
their claims may be asserted. We assume, however, that 
everyone will agree that, unless, at the time of the transac- 
tions complained of, the corporation be insolvent, the interests 
of creditors are not affected ; and the point which we particu- 
larly wish to make here is that the character of insolvency 
contemplated by this rule is not necessarily measured by a 
surplus in selling value of assets over liabilities, nor neces- 
sarily by the ability of the corporation to meet its obligations 
as they mature in the usual course of business, but by the 
consideration as to whether or not, at the time of the trans- 
actions under investigation,,is still prosecuting its business in 
good faith with a reasonable prospect and expectancy of con- 
tinning so to do. 
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The rule is stated in Clarke & Marshall on Private Cor- 
porations, section 787c, and is expressed in the following 
language : 


“By the weight of authority, a corporation is not 
insolvent, within the meaning of the rule prohibiting 
preferences by insolvent corporations to their officers, 
merely because it is embarrassed and cannot pay its 
debts as they become due, or even because its assets, if 
sold, would not bring enough to pay all its liabilities, 
if rt is still prosecuting its business in good faith with 
a reasonable prospect and expectation of continuing to 
do so.” 


Tested by this rule, we most confidently assert that the 
record here under review not only contains not a scintilla of 
evidence suggesting that, in September, 1912, and in December, 
1912, those responsible for the conduct of the affairs of the 
Power Company did not expect that its business would con- 
tinue, and, in good faith, did not consider that the reasonable 
prospect justified such a conclusion. 

In Corey v. Wadsworth, 99 Ala., 68, the court held that to 
render a corporation insolvent,— 


‘it is not enough that its assets are insufficient to meet 
all its liabilities, if it be still prosecuting its line of 
business, with a prospect and expectation of continuing 
to do so. In other words, if it be, in good faith, what 
is sometimes called a going business or establishment. 
Many successful corporate enterprises, it is believed, 
have passed through crises, when their property and 
effects, if brought to present sale, would not have dis- 
charged all of their liabilities in full.” 


In Walkenshaw y. Perzel, 4 Robertson (27 N. Y. Super.), 
426, the court remarked that,— 


“it is true that ‘insolvency’ and ‘ znability to pay’ are 
synonymous, bot insolvency does not mean inability to 
pay at all times, under all conditions, and everywhere 
on demand, nor does it require that a person should 
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have in his possession the amount of money necessary 
to pay all claims against him. Difficulty in paying 
particular demands is uot insolvency.” 


In Queen v. Saddlers Co., 10 H. of L. Cas., 404, it appeared 
that a by-law of a chartered company provided,— 


“ that no person who has become a bankrupt, or other- 
wise insolvent, Shall hereafter be admitted a member of 
the Court of Assistants of this company.” 


The relator was elected a member of the court, but at the 
time was not possessed of sufficient assets to meet all of his 
liabilities, although he then continued in business without 
default. Shortly thereafter, however, he was declared a bank- 
rupt. Held, that within the meaning of the by-law, he would 
not be regarded as insolvent at the time of his election. 

In the opinion in French v. Andrews, 81 Hun (New York), 
272 (affd., 145 N. Y., 441), in considering a statute prohibiting 
the transfer of assets by insolvent corporations, the court thus 
stated its conclusions : 


‘“« Insolvency has been differently defined in different 
courts. By some it is said to be a condition in which 
the value of the assets is less than the amount of 
liabilities. By others it is said to be a general in- 
ability to pay obligations as they become due in the 
regular course of business. Many a bnsiness is at 
times insolvent according to the first of these uses of 
the word, although it is prosperous, and no one thinks 
for a moment that any necessity will arise for applying 
its property to the payment of its habilities by process 
of law. There is no necessity for the law to interfere 
in behalf of the creditors so long as the corporation is 
able to meet its obligations promptly. The use of the 
word, in the statute under consideration, is the latter 
use.” 


In Toof v. Martin, 13 Wall., 40, speaking through Mr. Jus- 
tice Fie.p, concerniprg insolvency under the former Bankruptcy 
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Act, which did not define it, the Supreme Court of the United 
States said: 


‘“‘'The term insolvency is not always used in the 
same sense. It is sometimes used to denote the in- 
sufficiency of the en ire property and assets of an in- 
dividual to pay his debts. This is its general and 
popular meaning. But it is also used in a more 
restricted sense to express the inability of a party to 
pay his debts as they become due in the ordinary course 
of business. Jt is in this latter sense that the term is 
used when traders and merchants are said to be in- 
solvent, and as applied to them it is the sense intended 
by the act of congress.” 


In this connection it is interesting to observe that the case 
which appeared to the learned Trial Court to contain language 
“most pertinent,” and from which he quoted extensively in 
support of his conclusions, is Howe, Brown & Co. v. Sanford 
Fork & Tool Co., 44 Fed., 231 (Record, pp. 147, 148). This 
case was reviewed by the Supreme Court of the United States 
in 157 U.S., 312, and the judgment below was wnanimously 
yeversed. In the light of the conclusions reached by the 
higher court, as the learned judge below stated, the case is 
“* most pertinent” to this phase of the present controversy, 
for which reasou we will consider it at some length. 

There, the plaintiffs were creditors of the defendant Com- 
pany, whose claims accrued prior to March 17, 1890, at which 
time the mortgage complained of was executed. The in- 
dividual defendants included all of the directors of the Com- 
pany. Between September 18, 1889 and March 3, 1890, such 
directors endorsed notes for the defendant Company aggre- 
gating $74,000. 

“At the time these directors and stockholders endorsed 
these notes, the ‘Tool Company was a goiug concern, in full 
operation, etc. * * * They believed that such property 
was worth what it had cost in cash, that the corporation was 
‘solvent and capable of becoming an independent and profita- 
ble manufacturing institution as soon as it could win its way 
to a favorable market for its manufactured products.’ ” 

As the notes began to mature, it was found that the Com- 
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pany could not pay them and required a renewal or an 
extension. Thereupon, on March 1, 1890, at a meeting of 
stockholders, at which 2250, out of a total of 3,000 shares, 
were represented, the directors were authorized to execute a 
mortgage upon all of the Company’s property to secure any 
new indebtedness that might be incurred, “ or the renewal and 
extension of any present indebtedness or lability of the cor- 
poration.” ‘Thereupon the mortgage in controversy was exe- 
cuted, conveying the Company’s manufacturing plant to a 
trustee to indemnify the six endorsers of its said notes, five of 
whom constituted its board of directors. The mortgage 
was not recorded until May 1, 1890. When it was 
executed, the Company was in full operation as a “ going 
concern,” and, in fact, the corporation continued to be “a 
going concern” and carried on its business in the usual way, 
and met all its obligations (other than the notes embraced in 
the indemnity mortgage) as they matured in the usual course 
of business, until the appointment of a Receiver on May 13, 
1890. The directors accepted the mortgage in good faith, with 
knowledge that all of the money obtained from the notes 
which they had endorsed had been properly appropriated to 
and gone into the property and material of the Company. 

At the time of the execution of the mortgage, the Tool 
Company was indebted in the sum of $275,000; the value of 
its property at that time does not appear, but after the ap- 
pointment of a Receiver it was appraised, the manufacturing 
plant (the property described in the mortgage) at $116,000 ; 
its other and unincumbered property at $88,000. 

As the stockholders meeting, which authorized the mort- 
gage, was held on March 15, 1890, although the date of the 
mortgage is not given, it must have been executed on or after 
that date. As the Receiver was appointed May 13, 1890, it 
will be observed that the Company confessed insolvency within 
less than two months after the giving of the mortgage. 

Mr. Justice Brewer, in delivering the opinion of the Coutt, 
among other things, said : 


“The corporation was still a going concern. There 
was no purpose of abandoning the business. The in- 
dorsers believed that if the corporation could be tided 
over its temporary embarassment it could be made suc- 
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cessful. * * * Thus they (the directors) prevented 
a suspension of the business and enabled the corpora- 
tion to continue its operations, and did so believing 
that by such continuance the corporation would be able 
to work itself out of its temporary difficulties. All 
this was done in the utmost good faith. 

‘* Under these circumstances, should the transaction 
be condemned and the mortgage held void as against 
creditors? This question, we think, must be answered 
in the negative.” 


The learned Judge then considered the relationship of the 
stockholders and of the corporation to the matter, and ob- 
served : 


“ Tt was an application by the debtor of its property 
to secure certain of its creditors and not the act of the 
agents of a debtor to protect themselves. The case in- 
volves no breach of trust on the part of the agent 
towards the principal, but more closely resembles the 
case of an individual debtor giving preferences to certain 
of his friends, and the general rule is that, in the ab- 
sence of statute, a debtor has such jus dispondi in re- 
spect to his property that, although insolvent and con- 
templating a cessation of business and the surrender of 
his property to his creditors, he may lawfully prefer 
certain of them, even though thereby others receive no 
payment. 

“ But, passing from the relations of directors to the 
corporation and its stockholders, it is one of the vexed 
questions of the law as to how far the duty of a cor- 
poration and its directors to creditors interferes with 
the otherwise conceded powers of a debtor to prefer 
certain of his creditors.” 


After stating that, because of the cireumstances of the 
case, it was unnecessary to go into a discussion of that ques- 
tion in all of its phases, and after pointing out that the case 
was not similar to others cited where the “ directors of a cor- 
poration, insolvent and intending to discontinue its business, 
gave a mortgage to secure certain of their number who hap- 
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pened to be creditors, and thus intended to secure a preference 
in behalf of themselves,” proceeded : 


«<x * * here the corporation was a going con- 
cern and intending to continue in business, and the 
mortgage was given with a view of enabling it to so 
continue, and to prevent creditors whose debts were 
maturing from invoking the aid of the courts to put a 
stop thereto. Can it be that, if at any given time in 
the history of a corporation engaged in business, the 
market value of its property is in fact less than the 
amount of its indebtedness, the directors, no matter 
what they believe as to such value, or what their 
expectations as to the success of the business, 
act at their own peril in taking to them- 
selves indemnity for the further use of their 
credit in behalf of the corporation? Is it a 
duty resting upon them to immediately stop 
business and close up the affairs of the corporation ? 
Surely, a doctrine like that would stand in the way 
of the development of almost any new enterprise. It is 
a familiar fact that in the early days of any manufactur- 
ing establishment, and before its business has become 
fully developed, the value of the plant is less than the 
amount of money which it has cost, and if the directors 
cannot indemnify themselves for the continued use of 
their personal credit for the benefit of the corporation, 
many such enterprises must stop in their very begin- 
ning.” 


The Court also points out as a significant circumstance 
that the Company continued business for two months after the 
mortgage was given, during which time it paid out in the 
usual course of its business and in the discharge of obliga- 
tions, more than $30,000, “without appropriating a single 
dollar to the payment of the claims for the endorsement of 
which they had taken this indemnity.” Thereupon, the opin- 
ion closes, as follows : 


“We are of opinion * * * that itis going too 
far to hold that a corporation may not give a mortgage 
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to its directors who have loaned their credit to it, to 
induce a continuance of the loan of that credit, and ob- 
tain renewals of maturing paper at atime when the 
corporation, though not in fact possessed of assets 
equal to its indebtedness, is a going concern, and is in- 
tending and expecting to continue in business.” 


We have referred to the foregoing case at length, both be- 
cause the learned Trial Judge largely rested his conclusions 
upon the case as reported below and upon Lippincott v. Shaw 
Carriage Co., 25 Fed., 577, which was similar to the Howe, 
Brown & Co. case, and was decided by the same Judge, and 
because it indicates clearly the line of distinction between the 
cases which are condemned as being in fraud of creditors, be- 
cause of insolvency of the corporate debtor, and those which 
are not subject to condemnation. 

Although, in the case at bar, because the issue was not pre- 
sented by the bill, the Railway Company interests have not 
been afforded an opportunity to show affirmatively that they 
did not consider the Power Company insolvent in September 
or December, 1912, in the sense that they knew that 
its business could not be continued and understood that 
it would not be; nor that, in advancing s additional 
funds and lending its credit, it was with the hope and 
expectation that its then financial difficulties would be over- 
come, we most confidently assert, tewever; that, upon the 
record as it stands, the Court can find no justification what- 
soever for its conclusion that the Company was considered by 
its directors to be insolvent, within the rule stated, and that 
they had concluded or expected that its business would shortly 
be discontinued. 

In view of the evidence to which we have called the court’s 
attention, and particularly in view of the lack of evidence 
justifying a finding of insolvency in September and in Decem- 
ber, 1912, with great respect for the learned trial judge, we 
most earnestly revert to our previous explanation of his un- 
warranted and uncalled for conclusion “ that the Power Com- 
pany was insolvent and known and considered so to be by its 
directors”’ in September, 1912, namely, that sub-consciously 
he was affected by the conditions which had obtained since 
his appointment in December, 1912, of receivers for both the 
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Power Company and the Railway Company, and that, instead 
of addressing his mind solely to conditions shown by the 
record to have existed in September and in December, 1912, 
he found it impossible to rid himself of the conditions with 
which, for many months, he had then been struggling. The 
probable correctness of this conclusion is emphasized by the 
fact that, in reaching that conclusion, he departed entirely 
from the theory upon which the Intervenors formulated and 
tried their case, and rested his decision upon a finding in 
respect to which the respondents were afforded no opportunity 
to present evidence. 

Since his decision was based wholly upon the assumed 
affirmative fact of insolvency, we most earnestly submit that, 
if the assumption were unwarranted, his conclusions have 
failed to suggest any theory upon which the Intervenors are 
entitled to relief and that, accordingly, his decree must be 
reversed and the Intervenors’ bill be dismissed. 


III. 


The circumstances which justify creditors in 
assailing corporate acts. 


It is interesting to observe that the industry of counsel for 
the Intervenors was not rewarded by the discovery of a single 
case holding that bondholders, situated as are the intervenors, 
have ever been accorded the right to question the acts of their 
corporate debtor in disposing of its property, unless, by such 
acts, their contract has been breached. Accordingly, none of 
the cases cited by the learned trial court pretend to touch that 
point. 

The general rule is that, 


“ the iegal relations between a creditor and a corpora- 
tion are occasioned either by contract binding on the 
latter, or by a tort, for which it is responsible. Before 
the claims of a creditor arise, and during the transac- 
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tion itself on which his claims are based, the creditor 
is simply an outsider towards whom the corporation, or 
the corporate agent with whom the creditor contracts, 
owes no duty not due to members of the public at large. 
And creditors will rarely have any standing in court to 
object to acts of the corporation done before their 
claims arise.” 


Taylor on Corporations, 5th Ed., Sec. 651. 
Grahanny. eon 02 Ua Sra Ss, 


In the case last cited it was alleged that lands were con- 
veyed by the corporation to one N for an inadequate considera- 
tion ; that N purchased with funds furnished by the directors, 
and soon afterwards conveyed to them personally. Held that, 
so long as it was not alleged nor shown that the corporation 
was insolvent, nor that the conveyance was made with intent to 
defraud creditors, as long as the company did not complain, 
creditors whose claims were not shown to have existed at the 
time, could not. 

See, also: 

Porter v. Pittsburgh Steel Co., 120 U.S., 649. 

Continental Trust Co. v. Toledo R. R. Co., 82 Fed., 
642, at p. 655. 

Toledo R. R. Co. v. Continental Trust Co., 95 Fed., 
497, at p. 528. 

Central Trust Co. v. Columbus Ry. Co., 87 Fed., 
815, at p. 828 

Central Trust Co. v. Worcester Cycle Co., 110 Fed., 
491. 

Anderson v. Bullock, 122 Ala., 275. 

Wells v. Northern Trust Co., 195 Iil., 288. 

Beach v. Wakefield, 107 Iowa, 567. 

Commercial Bank v. Warthen, 119 Ga., 990. 


The authorities last cited abundantly sustain the proposi- 
tion that, regardless of the character of his claim, unless a 
creditor was such at the time of the transactions of which 
complaint is made, there is no right under which he can con- 
test them. This point is also clearly brought out in McLean 
y. Eastman, 21 Hun, at p. 315, where the court says : 


“Tt is not alleged in the complaint, nor does the 
scope of the action permit an inquiry as to whether the 
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creditors represented by the assignee were creditors at 
the time of the transaction ; and, if not, they have no 
interest in the money sought to be recovered.” 


To the same effect are: 


Billings v. Pobison, 94 N. Y., at p. 419. 
Morawetz on Corps., 2nd Ed., Sec. 868, foot p. 841. 


The court will search the record in vain for the purpose 
of determining when any of the Intervenors acquired 
their bonds. The only evidence on the _ point is 
the allegation contained in the Bill in _ Inter- 
vention (clause III., p. 7), which alleges that at the 
time of the preparation thereof (September 16, 1913, p. 47) 
they held bonds of the aggregate face amount of $432,000 ; 
and the stipulation contained in the record to the effect that, 
at the time of the trial, they held bonds of the aggregate face 
value of about $2,000,000. Obviously, therefore, certain of 
their bonds were acquired between the date of the filing of 
their bill and the time of the trial of the action, but the record 
is silent as to when they, or those whom they represeut, first 
acquired their bonds. Tested by this elementary and funda- 
mental rule, therefore, the Intervenors have not shown them- 
selves to be in a position which, from any standpoint, justifies 
criticism on their part, or on the part of any of them, of the 
acts under review. 


“A corporation cannot confer a right or claim 
against property which it does not own. Equitable 
claims of creditors can, therefore, attach only upon such 
assets as belonged to the corporation at the creation of 
the indebtedness or are acquired by the company there- 
after. Hence, if a corporation should incur debts and 
become insolvent, after a portion of its capital stock 
has been withdrawn or diverted from corporate uses, 
creditors would not be entitled to follow the property 
or fund previously transferred, and hold it subject to 
their equitable lien, as in case of a distribution of assets 
made by a corporation while insolvent, and at the ex- 
pense of existing creditors. Under these circumstances, 
ereditors could not claim to have been wronged by 
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transfer of property made by the company while en- 
tirely solvent and before their claims arose.” 


Morawetz on Corps., 2nd Ed., See. 800. 
Graham v. R. R. Co., 102 U. S., 148. 


It thus appears clearly that unless in September and in 
December, 1912, the Power Company was insolvent within the 
rule established by the authorities heretofore cited, we-beHexe- 
Ahatare-haxe-abundirttp—shern—tiat under no possible cir- 
cumstances, does the door of a court of equity open to the 
Intervenors in order that they may criticise the alleged wrong- 
ful acts. 

The rights of corporate creditors as distinguished from 
the rights of the corporation and its stockholders to com- 
plain of transactions between the company and its directors 
was carefully considered in O’Couner Mining Co. v. Coosa 
Furnace Co., 95 Ala., 614, where the principles involved are 
so clearly and ably expounded that we quote therefrom at 
some length : 


‘“* But the duty which disqualifies the directors from 
binding the corporation by a transaction in which they 
have an adverse interest, is one owing to the corporation 
which they represent, and to the stockholders thereof. A 
principal may consent to be bound by a contract made 
for him by an agent who, at the same time, represented 
an interest adverse to that of the principal. A ceste 
que trust may elect to confirm a transaction which he 
could have repudiated on the ground that the trustee 
had an interest in the matter not consistent with his 
trust relation. In like manner, dealings between corpora- 
tions, represented by the same persons as directors, may 
be accepted as binding by each corporation and the stock- 
holders thereof. The geueral rule is, that such dealings 
are not absolutely void, but are voidable at the election 
of the respective corporations or of the stockholders 
thereof. They become binding, if acquiesced in by the 
corporations and their stockholders. * * * 

“The directors of the corporation, in the transac- 
tion of its business and the disposition of its property, 
do not stand in any such relation to the general credit- 
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ors of the corporation as they occupy to the corpora- 
tion itself and to its stockholders. They are not the 
agents of such creditors, nor can they usually be re- 
garded as trustees acting in their behalf. The creditors 
are not entitled to disagirm a transfer of the property of 
the corporation, made by its directors or other agents, 
merely because the corporation itself or its stockholders 
could have done so. When a disposition of the prop- 
erty of a corporation is assailed by its creditors, they 
are not clothed with the right of the corporation or of its 
stockholders to set aside the transaction, regardless of its 
fairness or unfairness, on the ground that it was 
entered into by representatives of the corporation who 
had put themselves in a relation antagonistic to the 
interests of their principal. The right of the creditor 
to impeach the transaction depends upon its fraudulent 
character. The question in such case is, was the truns- 
action which is complained of entered into with the intent 
to hinder, delay or defraud creditors ?”’ 


It is impossible for us to perceive, and,no authority or 
principle has been brought to our attention suggesting, any 
reason why bondholders or other secured creditors should be 
more favorably situated in this regard than the general credi- 
tors. Indeed, in considering abstract equities, it would appear 
that, so long as the provisions of their contracts are fully per- 
formed, because of the possession of security,courts should be 
less rather than more solicitous in their behalf. 

In view of the rules of law last mentioned, it will be inter- 
esting to consider the cases, other than Howe, Brown, Co. v. 
Sanford Fork & Tool Co., relied upon by the learned trial 
court as sustaining his views. 

The first cited is Jackson v. Ludeling, 88 U.S., 616. The 
facts there were that certain minority bondholders, who were 
directors of the mortgagor company, had procured an order for 
the sale of its property,whtek, without notice to the other 
bondholders or to the mortgage trustee, which they had pur- 
chased for $50,000 and had, by what the court found to 
be * unwise and illegal conditions of sale” which ‘“‘ were ex- 


acted from pothey bidders but not from these purchasers” de- 
prived the of abid of $550,000 for the property. 
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The facts of the case were found by the court ¢o constitute 
deliberate fraud upon the majority bondholders and to have de- 
prived them of the benefit of their contract. Accordingly, the 
court granted relief at the instance of the majority bondholders 
and, in so doing, used the language quoted in the opinion of 
the trial judge. 

The next case cited by the Trial Court is Wabash Central 
& Pacific Ry Co. v. Ham, 114 U. 8., 587. That action was 
brought to assert in a broad aspect the proposition that the 
property of a corporation is a trust fund for the benefit of its 
creditors, which, as we shall subsequently show, is not a rule 
of property, but only one of convenience, developed by courts 
of equity in administering the estates of insolvent corpora- 
tions. The observations of Mr. Justice STRONG, quoted by the 
learned trial Jndge, are wholly general, and have no applica- 
tion to facts such as those under consideration here. Indeed, 
in that case, the court held that the trust fund theory did not 
entitle the plaintiff to relief. 

The Court next quoted from Lippincott v. Shaw Carriage 
Co., 25 Fed., 577. This case was decided by Mr. Justice 
Woops, who subsequently decided the Howe, Brown Co. v. 
Sanford Fork & Tool Co. case, which, we have noticed, was 
reversed by the Supreme Court of the United States. The 
general observations of the learned judge in the Lippincott 
case were quite similar to those in the Howe, Brown & Co. 
case. 

Whatever may be said of its reasoning, as applied to the 
facts there under review, it was found, as a fact, that the cor- 
poration, while insolvent, had transferred assets to its directors 
and managing agents under such conditions that they, as cred- 
itors, had thereby acquired a preference over the plaintiff, also 
a creditor at the time. 

The court next cites Sweeney v. Refining Co., 4 S. E. (West 
Va), 431. This also was an action by creditors, which was 
consolidated with one brought by mechanics’ lienors, to set 
aside conveyances of all of the property of the defendant cor- 
pozation to a trustee to secure debts due another corporation, 
which was a creditor and which had common directors with 
the Refining Company, whose votes were necessary for the 
authorization of the deeds. The court found that the defend - 
ant compavy was wholly insolvent at the time of the transac- 
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tion ; that it was known so to be by the directors ; that no 
present consideration was given for the deeds, that they con- 
stituted a fraudulent preference, and were intended to have that 
effect. In other words, they were made with intent to hinder, 
delay and defraud existing creditors, among whom were the 
plaintiffs. 

Although the court does not quote therefrom, it also 
cited Richardson v. Greene, 133 U.S., 30, which was much 
exploited by intervenors in the court below as_ being 
practically upon al} fours so far as the position of the plaintiff 
and the intervenors,are concerned. A careful reading of the 
case, however, disposes of any such possibility. The court's 
decision affects only, in one feature, 400, and in another 1105 
of the bonds, which are mentioned in the opinion. These 
400 bonds were obtained without any consideration whatever, 
and were taken by Richardson while treasurer and when the 
Company’s other officers considered that they were only in 
his possession for safe keeping. Later Richardson obtained 
a judgment against the company for a small sum, upon which 
execution was issued. Thereupon he surrendered to the 
sheriff the 1105 bonds and numerous other bonds held by him 
as treasurer, had them sold under the execution, and himself 
became the purchaser, at a nominal price. As to the last 
transaction, the court held, first, that by delivering them to 
the sheriff and permitting them to be sold as the company’s 
property Richardson waived any claim of lien upon the bonds ; 
and, second, as they had never been issued within the terms 
of the mortgage, they were not subject to attachment or to 
execution as valid obligations of the company. 

This case is most instructive, and its consideration dis- 
closes that, despite the gross frauds practised by Richardson, 
the court protected him in the claim to the bonds delivered as 
security for the monies actually loaned. 


Lhew 


IV. 


(a) Fraud which entitles creditors to assail 
corporate acts. 
(b) None such is here shown. 


“Contracts between a director and his company are not 
nullities, but are merely voidable in equity a@¢ the option of the 
corporation. The contract is not void unless confirmed, but is 
binding unless disafirmed. Hence, such contracts cannot be 
avoided by anybody except the company. * * * We have 
already seen that such contracts cannot be avoided by a 
minority shareholder. So, too, a sale of corporate property to 
the directors cannot be treated as a nullity, or annulled by 
individual creditors of the corporation. * * * 

“The law governing tbe attempts by directors of a concern 
on the point of insolvency to secure a preference for their own 
claims against the compauy relates to the subject of winding 
up and dissolution, and is hardly pertinent here. Suffice it 
to say that preference of that sort may, on principle it would 
seem, be avoided by the receiver or liquidator without resort 
to any ‘trust fund’ theory or to any bankruptcy law invalidat- 
ing the fraudulent preference, upon the simple principle that all 
dealings between the corporation and its directors are 
voidable by the company or its receivers. Indeed, it 
would seem that such preference may be set aside by indi- 
vidual creditors without resorting to any ‘ trust fund’ theory 
or bankrupt act, upon the ground that such preferences 
are fraudulent at common law or under the Statute of 
Llizabeth.” 

Machen, Modern Law of Corporations, Sec. 1594. 


The creditor “can assail the act (of a corporation) only 
on the ground that its ivtent or effect ts to fraudulently divert 
the credit or assets from his debt : he must charge fraud.” 

Thompson on Corporations, Sec. 2850. 


It is also to be observed that, in the absence of an intent 
to defraud a particular creditor and in the absence of statu- 
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tory restrictions, a corporation has the same right as an indi- 
vidual to prefer creditors. 
Coats v. Donnell, 94 N. Y¥., 168. 


The Statute of Elizabeth, mentioned by Machen, is the 
original statute in England, forbidding a debtor to transfer 
his assets with intent to hinder, delay or defraud his cred- 
itors. Its substance has been enacted in various forms in 
this country, and we assume that such statutes exist in the 
State of Maine, the domicile of origin of the Power Com- 
pany, in Idaho, where the corporate business was transacted, 
and in New York, where the particular proceedings in ques- 
tion were had and the contracts made. 

Although general and rather broad, perhaps a fair state- 
ment of the rule which entitles a creditor to act is the follow- 
ing: 


‘‘ Whenever a creditor hus a vested right in or a lien 
upon the property, the enforcement of which is hindered 
or rendered inadequate by a fraudulent conveyance or en- 
cumbrance, he may maintain a suit in equity to remove 
it, without showing an execution or return of it unsat- 
istied, or without exhausting his other legal remedies.” 


Schofield v. Ute Coal & Coke Co., 92 Fed., 269, at. 
joe AZ 


The case is very exceptional, however, which entitles to 
relief a creditor whose claim has not been reduced to judg- 
ment. 


Scott v. Neely, 140 U. S., 108. 
Maxwell v. McDaniels, 184 Fed., 311. 


The latter case applies the rule last stated, notwithstand- 
ing the conceded insolvency of the debtor. 

It would seem, therefore, that the strongest position which 
under the facts of this record, we can assume the Intervenors 
to occupy, is that they were creditors of the Power Company 
in September and December, 1912; that their claims are 
secured by the mortgage under foreclosure; that the Power 
Company is now insolvent and that, because their claims are 
conceded and, because, for the purpose of this proceeding, it 
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has been assumed that the properties of the Power Company 
will sell for less than the face amount of all of the First Mort- 
gage Bonds outstanding, including those held by the Railway 
Company, their rights will be determined as though the sale 
had already been had, a deficiency had resulted, and they bad 
become judgment creditors through the entry of a deficiency 
judgment; in other words, that they are judgment creditors. 

Let us consider then, the character of the fraud which 
would entitle them to attack a transfer of the Company’s 
property. Tor the purposes of this discussion, we assume the 
transactions to have resulted in a transfer of corporate prop- 
erty. 

In his learned work on Fraudulent Conveyances, dealing 
with the Statute of Elizabeth and, by analogy, with similar 
statutes in this country, Mr. Bigelow (Knowlton’s Revised 
Edition, 1911, p. 82), says : 


““ When we come to conveyances nade for valuable 
consideration a different question, applicable alike to 
existing and future creditors, arises. Such conveyances, 
if made in good faith, are expressly excepted from the 
operation of the statute. When is a conveyance not 
made in good faith? Is it necessary that it should be 
made with actual intent to defraud, to take it out of the 
exception? So zt appears to have been laid down. 
‘There is oue class of cases, no doubt,’ it has been said 
by way of concession, ‘in which an actual and express 
intention is necessary to be proved, that is, where the in- 
struments sought to be set aside were founded on valu- 
able consideration.’ ” 


In this connection, it is pertinent to observe that, as the 
author last quoted also points out, while a debtor continues 
to have dominion over his property, and in virtue of such 
dominion he “may do many things, with the sanction of law, 
which may possibly or probably or even certainly delay or 
defeat his creditors. He may prefer his creditors ; he may 
sell, mortgage, assign, or otherwise dispose of his property as 
though he were not a debtor.” 

Bigelow, p. 448. 
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It is further pointed out that, ‘‘apart from special statute, 
the law does not deprive a debtor, even upon becoming in- 
solvent, of his power to dispose of his property ” (/d., p. 450). 
Again: “To the simple, or at least lawful act of dominion 
something wrongful must be added to bring the case within 
the operation of the statutes; there must be a trust or a reserva- 
tion out of the property for the debtor, or there must be an 
unlawful provision of some sort affecting the rights of cred- 
itors ;—or, to come directly to the intent class of cases under 
the third aspect of intent, the transaction, if ‘naturally’ or 
legally ‘innocent,’ as by being on its face an ordinary exercise of 
dominion, must be a subterfuge” (id., p. 450). 


‘Where harm follows from doing only what every- 
one may lawfully do, the case cannot, in any view, be 
treated as intended wrong-doing. 

“‘In one particular this power of dominion, under 
the law allows a debtor to go a step further. He may 
not only prefer one creditor to another; Ae may do so 
with the express personal intention of defeating the other 
creditor or creditors, so far as the Statute of Elizabeth 
and the like American statutes are concerned. Some- 
thing further must be added to make a case of intent to. 
defraud within the meaning of those statutes” (¢d/., pp.. 
452 & 453). 


In order that fraud of the character under considera- 
tion shall exist, it must be shown that the actors in the trans- 
action had in mind, or to state the matter as favorably as 
possible to the Intervenors, should have had in mind the re- 
lationships of the Intervenors to the corporation ; that they 
intended what was done to be in derogation of their rights 
and that the Railway Company should illicitly obtain an ad- 
vantage. Thus, the mere circumstance that, as between the 
corporation and the actors, the consideration given by the 
corporation was grossly in excess of the value of what it re- 
ceived, is of no importance. Stewart v. St. Louis F. 8S. & W. 
ft. Co., 41 Fed., 736. The facts there were that two indi- 
viduals had purchased a roadbed of a cost value of only 
$2,000; that they cansed a Railroad Company to be organized, 
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of which, with others, they became directors, and while in 
such relationship, contracted to sell said roadbed to the Com- 
pany for $200,000 in cash or bonds and $3,600,000 capital 
stock. As bonds were not available, the Company issued its 
notes for $200,000 in performance of the contract. The trans- 
action had been approved by the directors and by the stock- 
holders. Suit was brought to recover on $85,000 of the notes, 
and the Company sought to defend on the ground that, because 
of the fiduciary relationship between those who transferred 
the $2,000 roadbed and the corporation, the transaction should 
be condemned and payment of the notes excused. Discussing 
this matter the Court says : 


“The question still remains, were they guilty of 
fraud, deception, or any other breach of good faith in 
their fiduciary relations as directors? * * * When 
the sale to the company was made they did hold a 
position of trust, and were bound in their official 
action to faithfully and honestly execute their duties 
and not to make a deal where their personal interest 
should be served at the expense of the Company they 
represented (citing). But it does not follow that the 
directors are prohibited, uuder all circumstances, from 
dealing with a member or members of the board as 
individuals. But there must have been a fair and 
open deal. It must have been free from fraud or 
collusion and characterized by entire good faith 
(citing). It does not appear in this case that 
there was any deception or fraud practiced by the 
parties. The property was open to inspection, and the 
approximate cost of constructing it was easily obtain- 
able. Its value to the company for the purpose de- 
sired was not difficult to ascertain. * * * Now, 
who was defrauded or deceived ? All parties—directors 
and stockholders—assented to it; and, surely, subse- 
quent purchasers of stock, or the corporation itself 
cannot now object to it.”’ 


Applying the language of the foregoing opinion, who was 
-defrauded in the case at bar? Intervenors show that the 
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Railway Company held at least eighty per cent. of the stock 
of the Power Company and the Company does not complain. 

One of the cases mentioned in the opinion of the Trial 
Judge (Wabash, etc., Ry. v. Ham) was, apparently, cited to 
the proposition that corporate property constitutes a trust 
fund for creditors. Accordingly, we append controlling 
authority that, whatever else may be its scope, such doctrine 
is inapplicable, except in cases of confessed insolvency. 

In Hollins v. Brierfield Coal & Iron Company, 150 U. S., 
371, it is held that 


“Neither the insolvency of a corporation, nor the 
execution of an illegal trust deed, nor the failure to 
collect in full all stock subscriptions, nor all together 
give a simple contract creditor of the corporation any 
lien on its property, or charge any direct trust thereon.” 


Again: 


‘‘ When a corporation becomes insolvent, the equitable 
interest of the stockholders in the property, and their 
conditional liability to creditors, places the property 
in a condition of trust, first for creditors, and then 
for stockholders; but this is rather @ trust in the ad- 
ministration of the assets after possession by a Court of 
Equity, than a trust attaching to the property, as such, 
for the benefit of either creditor or stockholder.” 


In the last-mentioned case, the Court also quoted with 
approval from the opinion of Mr. Justice BrapLey in Graham 
v. Railroad Co., 102 U. S., 148, as follows: 


“¢ When a corporation becomes insolvent, it is so far 
civilly dead that its property may be administered as a 
trust fund for the benefit of its stockholders and 
creditors. A Court of Equity, at the instance of the 
proper parties, will then make those funds trust funds, 
which, 22 other circumstances, are as much the absolute 
property of the corporation as any man’s property is 
(QS 
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To the same eftect are Wabash, etc., 22y. v. Ham, 114 U.S., 
587, p. 594, cited by the Judge below, and Fogg v. Blair, 133 
U.S., 534, at p. 541. In the latter, the Court said: 


“We do not question the general doctrine invoked 
by the appellant, that the property of a railroad com- 
pany is a trust fund for the payment of its debts, but 
do not perceive any place for its application here. 
That doctrine only means that the property must first 
be appropriated to the payment of the debts of the 
company before any portion of it can be distributed 
to the stockholders ; i¢ does not mean that the property 
is so affected by the indebtedness of the company that it 
cannot be sold, transferred, or mortgaged to bona fide pur- 
chasers for a valuable consideration, except subject to the 
liability of being uppropriated to pay that indebtedness. 
Such « doctrine has no existence.” 


In Lawrence v. Greenup, 97 Fed., 906 (C. C.A., 6th Cir.), 
it was held that a receiver of a bank could not recover from a 
stockholder a sum received by him on a partial distribution 
of the assets of the bank, made during voluntary liquidation 
when the bank was solvent, though it subsequently became 
insolvent. ‘The receiver contended that he should recover on 
the theory that the assets of the bank were a “ trust fund ” 
for creditors. The Conrt in an unanimous opinion delivered 
by Lurron, J., said: ‘‘ Under the decisions of the courts of 
the United States, there is no solid foundation for the conten- 
tion that the capital of a corporation which is solvent is a ‘ trust 
fund’ upon which there is any lien for the payment of corpor- 
ate debts. The property of a solvent corporation 7s as much 
the absuinte properly of the corporation as is the property of an 
individual. Neither a corporation nor an individual can so 
exercise the power of disposition over that which is possessed 
as to fraudulently defeat the just demands of creditors. But 
neither the individual nor the corporation can be said, in any 
accurate sense, to hold his or its property subject to any trust 
in fuvor of creditors. When, however, the insolvency of a cor- 
poration is established, a condition arises which authorizes a 
court of equity, in view of the conditional liability of the 
assets to creditors aud the equitable rights of stockholders, to 
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treat the property as ‘in a condition of trust, first for the 
creditors, and then for the stockholders.’ ” 

The present situation well illustrates the difficulties which 
always result from the failure to observe orderly procedure. 
Although the Bill in Intervention is very lengthy and elaborate 
and practically charges the directors of the Railway Company 
and of the Power Company with a conspiracy to acquire for 
the Railway Company without adequate consideration, the 
property of the Power Company, the order based thereon 
(pages 55 to 59) merely permitted the filing of the bill ‘“ sub- 
ject to the limitations hereinafter explained.” Thereupon it 
denied the motion for leave to file a proposed answer to the 
foreclosure bill, but provided that “the same shall be placed 
in the custody ot the Clerk of the Court for preservation as a 
part of the record upon the hearing.” The order then pro- 
vided that “the intervention is expressly made subordinate to 
said decree (of foreclosure), and such averments in said Bill 
in Intervention as serve only as the basis of the Intervenor’s 
contention that the decree should be vacated and set aside, 
shall be treated as surplusage, and ignored in the further pro- 
ceedings of the case.” 

Manifestly, itis difficult to determine accurately the aver- 
ments which properly serve as such a basis and those which 
do not. Whatever else may be said with respect to the order, 
it would seem from the language last quoted that the court 
necessarily decided that the Power Company had suffered de- 
fault, as alleged in the foreclosure bill ; that such default had 
not been fraudulently procured by those in control of its affairs 
and that, accordingly, all allegations of the bill to the effect 
that fraud had been practiced upon the Power Company for 
the purpose of and with the result that it thereby became un- 
able to pay its interest charges, were overruled. 

The order then requires the Power Company to “ answer 
all of the allegations in said bill in intervention relating to the 
718 bonds, aggregating $718,000 par value, secured by the 
First and Refunding Mortgage, upon which foreclosure is 
sought here ;” that the Railway Company be made a party to 
the proceeding for the purpose of answering the allegations of 
the bill “ respecting the 718 boads ;” that the complainant 
(the Trustee under the First Mortgage) and the Power 
Company answer the allegations of the bill ‘as to 
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the matter and manner of the payment of interest due 
April 1, 1918, under the mortgage herein foreclosed to a 
portion of the holders of the bonds secured by said mortgage,” 
and that “the failure of any party to answer any averments 
of said bill in intervention not expressly required by this 
order to be answered shall not be construed as an implied 
admission that the same are true.” 

Clearly, it is practically impossible to determine from such 
an order the precise allegations of the bill to which answers 
were required, while some portions thereof appear to be 
inconsistent with the denial of the right of the Intervenors 
to answer the foreclosure bill. Thus, if the Bill in Inter- 
vention truly avers that the interest due April 1, 1913, on the 
first mortgage bonds was not paid to certain of the bond- 
holders but was paid to those who deposited their bonds with 
the so-called New York Committee, mentioned therein, such 
circumstance would tend to support the allegation that the 
pretended default in the payment of interest was fictitious, 
in which event no right of foreclosure resulted therefrom. 
This was properly a matter of defense to the foreclosure bill 
and, if relevant at all, the Intervenors should have been per- 
mitted to set it up by way of answer. If it were not relevant 
for this purpose, it is difficult to perceive upon what point it 
is material, yet answers thereto were required by the Power 
Company, the Railway Company and the Trustee under the 
first mortgage. Except for the purpose of illustrating the 
difficulty experienced by the Appellants in determining the 
issues to be met, the point is not now material, because it was 
abandoned at the trial (p. 168). 

The Bill in Intervention, as printed, covers 46 pages of 
the record. The 718 bonds are mentioned but twice, namely, 
at pages 28 and 42. We will not prolong the brief by quoting 
the allegations with respect of them. ‘Their substance, how- 
ever, is that early in 1913 the Railway Company demanded 
that the Power Company receive from it second mortgage 
bonds and deliver in their place its first mortgage bonds ; 
that being fully under the control and domination of the Rail- 
way Company, the Power Company necessarily acceded to the 
demand and delivered to the Railway Company $718,000 of 
its first mortgage bonds, after the Railway Company had _ col- 
lected in November, 1912, interest on the second mortgage 
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bonds ; that in view of the fact of the “ alleged deficit in the 
earnings of the Power Company for the year 1912, and in view 
of the default and foreclosure then planned and anticipated,” 
the second mortgage bonds “ had no market value and were to 
all intents and purposes worthless, and that the said exchange 
of bonds was wholly without consideration and was, as to the 
intervenors and the Power Company, wrongful and fraudulent, 
and that the said bonds are not, because of said issue and deliv- 
ery by the Power Company to the Railway Company, issued and 
outstanding and valid obligations of the Power Company, but 
that the same should be by this court called in and cancelled.” 
And at page 42, “ that there has been, as above shown, issued 
by several devices, bonds of the Power Company to the amount 
of * * * $718,000, which are alleged to be valid and out- 
standing obligations of the Power Company, but which in 
fact are not such valid and outstanding obligations, which 
should be surrendered and cancelled, and if so surrendered and 
cancelled would thereby greaily reduce the alleged obligations 
of the Power Company and the interest charges against tts in- 
come.” 

As we have heretofore observed, the entire Bill, despite its 
length and the fact that it contains every other conceivable 
charge against the interests controlling the Railway Company, 
contains no suggestion that, at the time of the transactions. 
with respect to the 718 bonds, the Power Company was insol- 
vent, but alleges that, although the default in interest on the 
first mortgage bonds was fictitious, because “ of the alleged 
deficit in the earnings of the Power Company for the year 
1912,%in view of such default, the second mortgage bonds 
were worthless, the exchange was without consideration, and, 
consequently, fraudulent. 

From the order made on this bill, it would appear that the 
only allegations which the Railway Company and the Power 
Company were required to meet, were those directly concern- 
ing the 718 bonds. We make no mention of the 107 bonds, 
because they have substantially been removed from this issue. 
Relying upon this order the Railway Company and the Power 
Company have made answer to the specific allegations with 
respect to the 718 bonds contained in the bill. In so doing, 
they made no mention of any facts bearing upon the question 
of the insolvency of the Power Womiiane, pecalise the order 
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did not require them to do so. Notwithstanding this fact, 
and, as we have before observed, that the conduct of the trial 
by the Intervenors, far from seeking to show that the Power 
Company was insolvent at the time of the 718 bonds trans- 
actions, was carefully planned from the standpoint of showing 
that it was not insolvent, the trial court grounds its opinion 
upon the finding that the Power Company was insolvent at the 
time; was known so to be by the Railway Company interests ; 
that the transaction was had with that end in view and for 
the purpose, as the learned court expresses it, of saving part 
of the wreckage, and thereupon rests its conclusions upon the 
fact that the Power Company was “hopelessly insolvent,” for 
which reason the transactions with respect to the 718 bonds 
were fraudulent and should be set aside at the instance of 
even the intervening bondholders. 

It is elementary and fundamental that a decree, to be oper- 
ative for any purpose, must be secundem allegata et probata, in. 
other words, that it must follow the allegations and proofs of 
the parties. Since the Railway Company did not know, and 
had no means of knowing, that the issue of insolvency was to 
be considered, much less to be the determining factor, if this 
decree is to go unchallenged, a most grievous legal wrong will 
have been done the Railway Company without having had its 
day in court. 

Assuming that we have shown that, even as the record is 
made, within well established rules governing the question of 
insolvency of corporations, the Power Company was not in- 
solvent in September or December, 1912, and since, as we 
have also shown, however fraudulent a transaction may be, 
creditors cannot complain unless the corporation be at the 
time insolvent, further discussion may be useless. We desire, 
however, so far as is possible from the record before us, to 
consider every phase of the controversy and will proceed, 
therefore, to inquire what facts or circumstances appear in the 
record which are significant of fraud upon the rights of these 
bondholders. 

Much evidence was introduced by the Intervenors for the 
purpose of seeking to show that, when the Board of Directors 
considered the agreement of September 25, 1912, certain of the 
directors present refrained from voting, while another voted 
in the negative, with the result that the votes actually cast in 
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the affirmative were not a majority of a quorum, from which it 
was gravely argued below that the transaction was not binding 
upon the corporation. Surely, it will not require the citation 
of authority to this learned court to demonstrate the propo- 
sition that, whatever other rights they may have, creditors are 
not entitled to question the sufficiency of the authority of cor- 
porate agents to effect a given corporate transaction, when the 
transaction has been fully executed and neither the corpora- 
tion nor its stockholders have complained. Ia its simple ele- 
ments, the question is whether or not the officers of the cor- 
poration who acted in its behalf, and, therefore, as its agents, 
were sufficiently authorized by the corporation as the prin- 
cipal. It is as though one individual, claiming to act as the 
agent of another, had made a contract in that other’s behalf 
which had been entirely performed by the principal, or by the 
agent with the knowledge and consent of the prin- 
cipal, and thereafter, without the authority of the 
principal, a third person assumed to question the 
authority of the agent. As is fully shown in the brief of the,’ 
appellants, transactions between directors and their corpora- 
tion, regardless of their fairness or unfairness, may be repudi- 
ated and abrogated by the Company itself or by its stock- 
holders or they may be ratified and approved by them; and 
the failure promptly to repudiate them results in acquiescence 
and approval ; and where there is no suggestion of corporate 
or stockholders’ disapproval, such approval must be assumed. 
In any event, whether approved or disapproved by the corpo- 
ration or by stockholders, the transactions here under review 
have been completed, and intervenors bear no such relation to: 
them as will justify an inquiry on their part as to whether or 
not they were properly authorized. 

We do not lose sight of the fact that our claim of acqui- 
escence and approval will be met by a statement that, since 
the directors and officers of the Power Company were the 
same as those of the Railway Company, no one could act di- 
rectly for the Company in disapproval; and that since the 
Railway Company owned practically all of the capital 
stock of the Power Company, few stockholders could act 
indirectly in its behalf in disaflirming the transactions. The 
effect of this response is not to indicate that cred- 
itors have the right to raise the question of proper 
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corporate authority, but to disclose that those who 
were parties to the transactions were the only ones interested 
therein and that, as both stockholders and creditors, if they so 
desired, they were entirely within their rights in seeking to 
better their position in the latter regard. We refrain, there- 
fore, from discussing further the questions relating to proper 
corporate authority. 
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Turning now to the testimony, it appears (p. 236) that, at 
the meeting of the Board of Directors, held September 25, 
1912, Mr. Watson, its Managing Director, made a statement 
as to the Company’s financial condition and recommended that 
$250,000 be raised to meet its requiroments during the coming 
seven months. 

In this connection, it may be well here to advert to certain 
observations in the opinion of the Trial Judge. Thus, although 
his opinion characterizes the Power Company as “ utterly in- 
solvent” at the time, when he comes to the consideration of 
the details of the transaction (p. 139), he says: 

‘The Company needed money, it is true, but if it was 
going on with the Ox Bow Development the sum contracted 
for was wholly inadequate for any useful purpose, and if the 
work at that point were not to be resumed, there was no urgent 
need for so large an amount. Those who participated in the 
transaction are unable to give any reasonable explanation of 
the purposes for which the $250,000 were to be used, and 
apparently there is none.” 

These statements wholly ignore the testimony of Mr. 
Markhaus (p. 425), the then General Manager of the Power 
Company, and the data contained in a memorandum which 
he prepared about September 1, 1912, “ for the purpose of 
showing the cash required for the operation of the Company 
for the last four months of 1912, which was forwarded by him 
to Mr. Watson, the Managing Director of the Company at 
New York, shortly after it was prepared and early in Septem- 
ber, 1912.” The statement will be found at pages 426-429 of 
the record and, after considering all cash available and 
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estimating all cash receipts during the four months in ques- 
tion (which would take the Company to the end of the then 
current year) specified in detail the precise construction items 
required to be met and demonstrated that, during such four 
months, the cash deficit would amount to $203,180. The 
Minutes of the Directors’ Meeting held September 25, 1912, 
recite that Mr. Watson made a statement as to the financial 
condition of the Company and recommended that $250,000 be 
raised to meet the requirements of the Company “ for the next 
seven months ” (p. 236), which statement is wholly consistent 
with the estimate for four months sent to Mr. Watson by 
the General Manager at Boise. In testifying on this 
subject in November, 1913, fourteen months later, Mr. Watson 
stated (p. 273) that as lie remembered it, they were being 
pressed for monies for the corporate purposes of the 
Company and the necessity that they had to provide money 
for making extensions and buying electrical apparatus, etc., to 
handle their business (p. 274) ; that he is certain, generally 
speaking, that they had a financial program that required that 
sum of money, but that he did not then remember it in detail ; 
that it was not a temporary makeshift (p. 275) ; that there 
was nothing definite decided about the Ox Bow ; that they did 
not have the money to go on with it at that time, but “ we all 
felt that it was going to be continued at some time in the near 
future ” (p. 276) ; that shortly before he left the management of 
the Company the conclusion was first reached that it could not 
go on and keep on paying interest and keep on its feet as a 
going concern. And Mr. Mainland, one of the witnesses called 
by the Intervenors, testified (p. 316) that Mr. Watson ceused 
to be Managing Director of the Power Company about May 1, 
1973. 

A number of the other directors of the Railway Company 
and of the Power Company, men of large interests and varied 
activities in New York, but who had no close association with 
the practical details of the business, were also asked by coun- 
sel for the Intervenors if they could recall in detail any of the 
purposes for which the $250,000 was to be used and, speaking 
generally, at the time when they were examined, which was in 
the fall of 1913, they did not recall any of the details. In 
view of the lapse of time, of the fact that, when the mat- 
ter was considered, undoubtedly, they had before them the 
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written estimate prepared by the General Manager, and of the 
great number and character of the items appearing thereon, 
can it be said to be surprising that they were unable 
to recall it in detail and does such failure of 
recollection adequately justify the conelusion of the 
trial Court that apparently tbere was no_ reasonable 
explanation of the purposes for which the $250,000 were to be 
used? As noted, the Court appeared to be influenced by the 
circumstance that “there was no urgent need for so large an 
amount.” Just what is comprehended within that expression, 
we cannot, of course, be certain. The record, shows, however, 
that on October first, six days following the meeting, the 
semi-annual interest on the First Mortgage Bonds was pay- 
able ; tliat on November first, the semi-annual interest on the 
Second Mortgage Bonds was payable, and that, within the 
then succeeding three months, in accordance with the estimate 
of the General Manager, large payments would be required in 
connection with construction work, extensions and power-lines 
then under way. The record also shows that the money was 
only advanced as required and that (p. 258), it was actually 
paid over as follows: October 4, 1912, $100,000 ; November 1, 
1912, $20,000 ; December 11, 1912, $60,000 ; December 17, 1912, 
$40,000, and on January 3, 1913, $30,000. It also appeared 
that instead of $500,000 to which the Railway Company was 
entitled under the terms of the agreement, only $440,000 of 
First Mortgage Bonds were deposited as collateral for these 
loans (p. 258). 

In all fairness, is it possible that directors must not pro- 
vide several months in advance for the requirements of their 
Company, lest they subject themselves to a charge that, be- 
cause all of the money was not, at the time when the arrange- 
ments were made, “urgently ” required, they were prompted 
by ulterior motives ; and because, more than a year thereafter, 
they cannot recall the details of the Company’s then require- 
ments, especially when so complex as those here shown, is 
that fact to be considered significant of insincerity on their 
part in connection with the transaction ? 

As bearing upon the necessity for the Funds and the 
reasons therefor, the evidence also shows that the great differ- 
ence betweeu the results of operations of the Power Company 
during 1912 and those of preceding years, as shown in state- 
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ments introduced in evidence by the Intervenors, was that, 
until 1912, all interest on the bonds issued in connection with 
the Ox Bow development had been charged to capital, and Spd 
that in 1912 such interest amounted to $133,442 90 (page 436)., AL ¢ 
Intervenors’ Exhibits 30 and 32 (pages 221 and 226, note a), ating 
show that the aggregate of the bonds so issued was $2,856,846. 
Exhibit 32 also shows that, despite the favorable net earnings, 
as shown in Intervenors’ Exhibit 40 (page 231), in 1911, atter 
charging against earyings the “ contingent interest” a sur- 
plus for the vere ae of only $5,800. It also appears 
(page 435) that during the year 1912 $23,339.80, which, during 
1911, had been charged to “development,” was in 1912 also 
charged against earnings as part of the operating expenses. 
It further appearsfrom Exhibit 40 that the net earnings for 
1912 were $17,000 less than in 1911. Accordingly, had the 
vet earnings for the two, ye s been the same and had the 
$23,339.80 of expenses , pai woudl teh earnings 
Te EE eee icio. the net result of operations 
during the two years would not have greatly varied. 
The record also shows that, at a meeting of the Executive 
Committee of the Power Company held August 30, 1912 (page 
232), the matter of raising additional funds ‘ to take care of 
the extension of distributing systems and the building of 
transmission lines was taken up and discussed,” and a resolu- 
tion adopted to the effect that the general manager should pre- 
pare and submit a statement showing the expenditures that 
have been made by the Company ‘in connection with the 
building of transmission lines, sub-stations aud distributing 
systems since July 1, 1910, and that the same should be for- 
warded to the directors for approval, for the purpose of being 
filed with the trustee under the mortgage, so that additional 
bonds may be secured for the raising of funds.” This 
meeting was attended by Messrs. 8S. L. Fuller, William Main- 
land and R. W. Watson, as well as by the operating managers 
at Boise, Messrs. R. L. Bacon, H. F. Dickey and O. G. F. 
Markhus (p. 282). It also appears that the resolution above 
mentioned was offered by Mr. Watson and seconded by Mr. 
Mainland, who was the company’s president, who had been 
such since its origin and, with his brother, had entirely 
controlled the corporation until the contract of September, 
1911, was made, but who is not included by the Intervenors 
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among the arch-conspirators conjured up by their imagin- 
ations. 

Mr. Markhus testified that, about September 1, 1912, he 
also prepared a statement of cash requirements of the Power 
Company for the purpose of showing the money that would 
be necessary to be raised for its operations during the last 
four months of 1912, which was forwarded to Mr. Watson at. 
New York, early in that month. As we have before noticed, 
the statement appears at pages 426 to 429 of the record and 
discloses that, in addition to estimated net returns from oper- 
ation during the four months, the net cash requirements would 
be $203,180. 

It cannot, therefore, well be contended that Mr. Watson’s 
estimate of $250,(00 for the coming seven months was ex- 
travagant, in view of the general manager’s estimate for the 
four months ending December 31 and the other circumstances 
to which we have called attention. At least, the transaction 
was open and above-board ; and the record contains no im- 
peachment of any kind of Mr. Markhus’s estimate nor of the 
propriety of that of Mr. Watson, except the innuendoes of 
counsel, which seem to have been adopted by the learned 
Trial Court because, in November, 1913, neither Mr. Watson 
nor other New York directors then examined, could recall the 
details of the Company’s requirements for which, in arranging 
for the $250,000, provision was intended to be made. 

The record of the meeting of September 25, 1912, further 
shows that, after Mr. Watson had explained the Company’s 
money requirements, a proposed agreement was presented to 
the meeting between Kissel, Kinnicutt & Company, the Power 
Company and the Messrs. Mainland, who were the parties to 
the agreement of September 19, 1911, whereby Kissel, Kinni- 
cutt & Company first became interested in the Power Com- 
pany’s securities, which proposed agreement recited that the 
Bankers had purchased $1,325,000 of the second mortgage 
bonds, $1,500,000 of which they had agreed to purchase under 
the provisions of the 1911 agreement; that they were pre- 
pared to purchase the remaining bonds, which would have 
netted the Power Company $140,000, but were unwilling to 
purchase additional bonds; that the Power Company would 
require during the following six months $250,000, which 
$250,000 the bankers agreed to procure for the company in 
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consideration of being released from their obligation to pur- 
chase the remaining $175,000 of second mortgage ; 
that the Bankers would procure the Railway Com- 
pany to loan the Power Company the $250,000 at 6 per 
cent. interest, of which $100,000 was to be advanced 
at once and the balance, whenever requested during the 
foilowing six months ; that each loan so made should run for a 
period of six months from the date thereof, with an option to 
the Power Company to renew the same fora further period of 
six months at the same rate, and all were to be secured by the 
Power Company's first and refunding mortgage five per cent. 
bonds, equal at their face value to twice the amount of the 
loan. 

The agreement also provided that, asa further considera- 
tion to the Railway Company for making the loan, the Power 
Company would, as the Railway Company, from time to time, 
requested, exchange $500,000 of its first and refunding five 
per cent. bonds for an equivalent face amount of the Power 
Company’s second mortgage six per cent. bonds, which the 
Railway then owned. This agreement was, according to the 
minutes, duly authorized and, although Mr. William Mainland’s 
recollection is that he refrained from voting on the resolution, 
he executed the agreement in behalf of his firm (pages 236 to. 
241). 

Pausing for a moment to consider this agreement and 
its bearing upon the accusations of frand, whatever else may 
be said of the arrangement, in what manner are the circum- 
stances surrounding its making indicative of an intent to de-. 
fraud these Intervenors? In the first place it released the 
Bankers from the necessity for making an additional invest- 
ment of $140,000 in the second mortgage bonds. Surely this. 
phase of the contract did not directly concern the Intervenors, 
and whether or not, as between the Corporation and the 
Bankers, it was a wise or proper transaction appears to us, 
therefore, to be of no moment. If, as the court concludes, 
the company was then insolvent, a very much simpler method 
of terminating the Bankers’ liability would have been to place 
the company in the hands of a receiver. Instead of any effort 
in that direction, the agreement recites, and the statement is 
not challenged in any way, that the Bankers were prepared 
to complete their contract. 
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Had the company then been deemed to be insolvent and 
had they then considered, and if it were a fact, that the 
second mortgage bonds were worthless, it is most confidently 
submitted that the bankers were ipso facto relieved from any 
further obligation to purchase the remaining bonds. 


Benedict v. Field, 16 N. Y., 595. 

Bruce v. Burr, 5 Daly (N. Y. Common Pleas), 510, 
affirmed 67 N. Y., 237. 

Hlarris v. Hanover National Bank, 15 Fed., 786. 

Loberis v. Fisher, 48 N. Y., 159. 

Ez parte Chalmers, L. R. 8 Ch., 289. 


We do not pause here to ccnsider these authorities in detail, 
because we propose to discuss them at some length under a 
subsequent point, and the circumstance that the agreement 
recites that the Bankers were willing to purchase the addi- 
tional bonds is mentioned now only as persuasive evidence 
that they did not then consider the Power Company insolvent 
and, accordingly, that they did not consider the second mort- 
gage bonds worthless. 

The second significant fact in this connection is that the 
entire $250,000 was not to be loaned at once, but was to be 
available at any time during the succeeding six months. 
It was in fact all loaned by January 3, 1913. This is sig- 
nificant, because, had the arrangement for the loan of the 
$250,000 been a mere pretence, the $100,000 advanced at once 
would not have been followed up by subsequent advances, 
and the company would not have been permitted to continue 
its business during the six months period. In other words, 
had the arrangement been a mere cloak for fraud, as small a 
sum as possible would have been advanced immediately, the 
authorized exchange of second for first mortgage bonds would 
have been made immediately and the company would then 
have been left to shift for itself, instead of which it was main- 
tained and sustained by the Railway Campany until an im- 
possible situation had been created by these Intervenors ; and 
until the cut-throat competition, actually introduced into 
Boise in January, 19138, had made itself felt for a period of a 
year, whereupon, these Intervenors having attacked the good 
faith of the Railway Company’s efforts to so reorganize the 
business that it would have a chance to meet the competi- 
tion and survive, the Railway Company’s interests succumbed 
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to the inevitable (page 514), withdrew their opposition to the 
Intervenors’ motion for the appointment of a receiver and such 
receiver was appointed. 

The third significant fact in the agreement is that the loans 
were to be made upon notes which were to be payable six 
months after their respective dates, and that the Power Com- 
pany was to have the right to renew each of them fora 
further period of six months ; and the notes given for each 
loan were in fact each payable six months after date 
(page 480). Had they been made as part of a conspiracy 
merely to obtain the first mortgage bonds and_ had 
the Railway Company interests then intended that the Power 
Company should shortly cease to transact business, is it 
natural to suppose that the loans would have been made upon 
six months’ time? The advisable procedure would rather 
have been to make the notes payable on demand, in order that 
the holders might have been free to exercise their rights from 
day to day as they considered that circumstances required ; 
and the fact that they were willing that each loan should run 
six months and be subject to renewal for a further period of 
six months can, it is most confidently submitted, be considered 
significant only of an expectation that the company would 
continue in business during that time, and, indeed, that its 
then financial troubles might be overcome and its business 
prove a successful enterprise. 

The learned Trial Court appears to have considered that 
the various steps taken are to be deemed significant of a 
conspiracy, because there was no good reason why the 
Power Company did not sell its first mortgage bonds 
instead of hypothecating them to the Railway Company on the 
basis of fifty per cent. of their face value. Assuming, 
however, that the parties were entirely sincere in the 
transaction, were not the Power Company’s interests better 
served by pledging its bonds for long time loans than by seek- 
ing to sell them in the market at a time when, because of the 
first honest statement of its earnings, they were showing a 
deficit ? 

During the trial the auditor of the Railway Company 
took from the hooks of the Power Company a statement show- 
ing the prices which the company had realized for all of its 
bonds, which showed that of the $2,494,000 sold others, only 
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80 per cent. had been realized for $1,346,000 face amount 
thereof and 85 per cent. for $1,076,000 face amount thereof 
(Exhibit G, page 437). The detailed statement of these sales 
(pages 439-453), discloses that, with the exception of the 718 
held by the Railway Company, only $53,000 of the first mort- 
gage five per cent. bonds have been issued; and that they 
brought the following prices : 


Amounts ” Pe Prices 
I 


BAG000....--- 2-5-2222 d LO? we 
2.00) ee een Teas 95 
3.10) ae Sate o> ee ace 75 

OOO. oo ee 70 
PUGOON ee 75 


The table further shows that all of these bonds were dis- 
posed of prior to 1912 and, therefore, during a period when, 
by reason of the fact that interest on about $2,000,000 of the 
bonds issued for the Ox Bow development, was charged to 
construction or capital account instead of against the earnings, 
the company was apparently showing a considerable surplus of 
earnings. In view of those prices, considering the largedeficit 
from operations, the approaching competition and other unfavor- 
able circumstances existing in the fall of 1912, can it be reason- 
ably supposed that the five per cent. bonds would have bronght 
in the market more than 60; and, if so, from the standpoint 
of the company’s reputation and credit, was it advisable to 
offer them to the market at all? Surely, there cannot be two 
Opinions on this point, and, therefore, if the situation will be 
only considered from a sane and unprejudiced standpoint, it 
would seem most obvious that the best interests of the com- 
pany required that, as between seeking to sell the five per cent. 
-bonds and pledging them as collatera], the latter was the far 
wiser course. 

Whatever else may be said of the further provision in the 
contract whereby the Railway Company was given the right 
to exchange Second for First Mortgage Bonds, it is there set 
out in so many words, no effort at concealment was made on 
the part of any one and, although the evidence would seem to 
show that Mr. Thompson, one of the directors, intended at 
least to be understood as voting against this provision and 
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that Mr. William Mainland, who presided at the meeting, 
failed to vote thereon, as well as Mr. Sinclair Mainland and 
Mr. Fuller (the two latter concededly because they considered 
that they were interested parties under the terms of the 
contract) as before observed, the contract was actually made, 
signed by the Vice-President of the Power Company, by Mr. 
William Mainland, in behalf of his firm, and by Mr. Fuller in 
behalf of Kissel, Kinnicutt & Company. Whatever technical 
effect may have resulted from the failure of the Messrs. Main- 
land and Mr. Fuller to vote for the purpose of making a 
majority of the quorum, equitably at least, their assent to the 
agreement, as disclosed by the signature of the Mainland firm 
and by Mr. Fuller’s signature in behalf of his firm, would seem 
to remove any chance for controversy as to what was their 
ultimate attitude towards the transaction. 

At all events, the evidence clearly shows that at least 
$440,000 of the First Mortgage five per cent. bonds were first 
deposited as collateral to the notes for $250,000, but that the 
exchange of the $500,000 of bonds as authorized, was not made 
until January 3d and January 6, 1913 (p. 259), although more 
than $300,000 thereof were in hand when the agreement was 
made, the balance having been received during December and 
January, 1913 (pp. 897 & 398). 

Are these acts, and is the sequence of events significant of 
an intention to defraud anyone or of an intention to discon- 
tinue the business of the Company and make away with as 
much of the wreckage as possible? Assuming that the actors 
in the transaction possess but a small amount of the in- 
genuity credited to them by the Intervenors, is it possible 
that they did not appreciate that a far simpler way to obtain 
the First Mortgage Bonds would have been to immediately 
deposit those in hand as collateral to a demand note, and, 
shortly thereafter, call the note, sell the collateral 
and buy it in. Indeed, the very baldness and awkward- 
ness of the transaction for the exchange of the bonds is 
only consistent with the idea that the parties 
considered that they were acting properly and rightfully. At 
all events, whatever their thoughts or beliefs may have been, 
the openness with which the transaction was accomplished, 
the complete record thereof that was made, and the delibera- 
tion shown in rendering it effective, are so wholly inconsistent 
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with an intent to defraud anyone, that only the mind of a 
Machiavelli can discover reasons to the contrary. 

After this agreement had been considered at the Directors’ 
meeting, according to the Minutes, a resolution was unani- 
mously adopted authorizing its execution (p. 245). In addi- 
tion to the directors representing Kissell, Kinnientt & Com- 
pany, the Syndicate or the Railway Company interests, assum- 
ing merely for the purpose of this argument that such di- 
rectors represented the same interests, it will be recalled that 
the meeting was attended by Mr. A. E: Thompson, the attorney 
for Messrs. Mainland and by the two Mainlands, and there is 
not a syllable of evidence contradicting the record to the effect 
that all of the directors voted in favor of the agreement whereby 
the Railway Company was to make the loan of $250,000, and, in 
part consideration therefor, was to have the privilege of exchang- 
ing the Second Mortgage Bonds for the First Mortgage Bonds. 
As we have before pointed ont, the agreement to release 
Messrs. Kissell, Kinnicutt & Company from their obligation to 
purchase the additional Second Mortgage Bonds is only of im- 
portance in the event that the Company was not insolvent 
and that the Second Mortgage Bonds were not considered 
worthless. If such were not the case, and the corporation 
were complaining, the agreement with the Bankers would be 
of some consequence, and it would be proper for the Court to 
consider whether or not the stipulation, whereby the Bankers 
agreed to procure the $250,000 loan, did supply a legal con- 
sideration for the release. Since it is not complaining, the 
question is wholly immaterial so far as these Intervenors are 
concerned. Were the subject one which the Court should con- 
sider, however, it is most confidently snbmitted that, in view 
of the existing deficit in the earnings of the Power Company 
and of its absolute requirements during the succeeding three 
months, not to mention the following three months, for which 
provision was intended to be made by the loan, whatever else 
may be said of the transaction, it cannot convincingly be 
claimed that it was not of the utmost importance to the 
Power Company that funds for its needs should be provided. 
Whether or not the consideration given was too great is, we 
submit, a question which does not concern these Intervenors, 
and one which, therefore, if 1s useless to prolong the brief 
for the purpose of discussing. If the Bankers were im- 
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properly released from their contract, the corporation 
and its stockholders are not without a remedy 


bu ee 
t such remedy is personal to the corpora- 
tion and the Pan Fave seo 4 


z. 


| Ti also appears from Interveners! 
Exhibit 5 (250-256) that, om gept. 27, 131K 
tec dave after the pirectors veeting, &@ meets 
dng of the executives committes Won yeld a& 
Which both ef the Meinianés were present; 
that such necting, bY the yeten of the two 
Hoinlends eard of Mr, Weteon, authorized the 
making of 6n agreunent wWaich, among etner 
things, reeited (0.265) that the Bankers 
wnave for a valuaeole econgideraticn veen Fer 
ieesed from their obLigeidon te purchase | 
gaia 175,000 face veins af said bonda®; 
algo that, “froin yaxious cauges, Lhe 
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geo originally eontes piated*in the agreement 
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an geeretery (Pages 253 & 256), Thess ninutes 
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peeition of the Heoasre Wainland en geotonber 
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qazeeeed fully in the arrangement %o modify 
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wpen the toe of the provision relating 
*0 the $175,000 pond ee 
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with an intent to defraud anyone, that only the mind of a 
Machiavelli can discover reasons to the contrary. 

After this agreement had been considered at the Directors’ 
meeting, according to the Minutes, a resolution was unani- 
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and one which, therefore, 1t 1s useless to prolong the briet 
for the purpose of discussing. If the Bankers were im- 
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properly released from their contract, the corporation 
and its stockholders are not without a remedy, 
but such remedy is personal to the  corpora- 
tion and the Bankers, and does not affect the 
question of the capacity and right of the Power Company to 
make the contract with the Railway Company. Evidently, 
all of the directors present, both those representing what may 
be termed the Railway Company interests and those repre- 
senting what might be called the other interests, considered 
that the Power Company required the money obtained under 
the contract and that the terms under which it was to be ob- 
tained were proper. 

Under the assumption that the parties intended and ex- 
pected the business of the Power Company to continue, which, 
considering the evidence, is the only justifiable assumption, in 
addition to the benefit to be derived by the Power Company 
through obtaining funds to continue the construction work 
then under way and planned, one of the most important con- 
siderations, from its standpoint, was to keep its fixed charges 
down to the lowest possible sum ; and, in this connection, the 
fact must be kept in mind that each Second Mortgage Bond 
exchanged for a First Mortgage Bond reduced the interest 
charges to the extent of one per cent., which, in the case of 
the entire $718,000 of bonds, meant a saving to the Company 
of $7,180 per year. 

The second of the transactions of which complaint is made 
was authorized at a meeting of the Executive Committee, 
attended by all five of the members, on December 27, 1912, 
at which Mr. William Mainland acted as Chairman (pp. 400, 
401). After the written contract of November 29th with 
Bates & Rogers Construction Company (pp. 401-404) was laid 
before the meeting, as evidence of the terms of the settlement 
of the controversies between the two companies, it was seen 
that it provided for the delivery to the Bates & Rogers 
Company of $25,000, face value, of the Power Company’s 
Consolidated or Second Mortgage Bonds, together with an 
agreement onthe part of the Railway Company to purchase 
the said bonds at any time after eighteen months at 80; 
also that the Power Company was to deliver to Bates & 
Rogers Company 100 shares of full-paid common stock and 
50 shares of full-paid preferred stock of the Railway 
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Company. Thereupon, an agreement between the Bates & 
Rogers Company and the Power Company was presented to 
the meeting, which had theretofore been executed by both 
companies under date of December 16, 1912 (pp. 405, 406), 
and which provided for the cancellation of the contract 
between them, included mutual releases and_ released 
and discharged the Mainland firm from all liability 
under their guarantee to the Bates & Rogers Construction 
Company of the performance of the Power Company's con- 
tract. Following this there was also presented to the meet- 
ing a contract between the Power Company and the Main- 
lands, whereby the Power Company delivered to the Main- 
lands $60,000, face amount, of its First Mortgage Five Per 
Cent. Bonds, as security against any liability incurred by 
them as endorsers upon a note given the Bates & Rogers 
Company which was to mature November 29, 1913, which 
agreement had also been executed on December 16, 1912 (pp. 
407, 408). Thereupon, it was unanimously resolved that the 
action of Mr. Mainland in effecting the settlement with Bates 
& Rogers, his execution of the Company’s note and also that 
his execution in its behalf of the agreements in question were 
duly ratified and approved. 

Thereafter, an agreement between the Power Company 
and the Railway Company was presented to the meeting, 
which recited the adjustment of the controversy between 
the Power Company and the Bates & Rogers Company 
and the requirements thereof so far as the Railway Com- 
pany was concerned, provided that the Railway Com- 
pany should deliver to the Power Company 50 
shares of its full paid preferred and 100 shares of its 
full paid common stock and that it should execute 
and deliver to the Bates & Rogers Company an agreement in 
the form of that thereunto annexed and marked Exhibit “ A,” 
which is the agreement providing for the purchase by the Rail- 
way Company from the Bates & Rogers Company of the $25,- 
000, face value, of the Power Company’s Consolidated or Sec- 
ond Mortgage Bonds at 80. 

The record contains testimony on the part of the Messrs. 
Mainland to the effect that they did not recall having passed 
upon the said agreement of December b7th between the Power 
Company and the Railway Company (pp. 418-421). The rec- 
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ord also discloses, however, that Mr. William Mainland exe- 
cuted the settlement agreement of November 29th with the 
Bates & Rogers Company (p. 404) ; that he executed on be- 
half of the Power Company, as its President, the agreement 
between the Bates & Rogers Company and the Power Com- 
pany of December 16 (pp. 405, 406) ; that he executed on be- 
half of the Power Company, as President, and on behalf of 
his firm, the agreement between them of December 16, 1912 ; 
and that he also executed, as President of the Power Company 
and as President of the Railway Company, the agreement be- 
tween them of December 17, which includes the right on 
the part of the Railway Company to exchange additional 
Second Mortgage Bonds for First Mortgage Bonds 
up to the sum of $500,000. In other words, this par- 
ticular agreement, which the learned Court below especially 
anathematizes as unconscionable on the part of the 
Railway Company, was executed in behalf of the Power Com- 
pany as well as in behalf of the Railway Company, by Mr. 
Mainland, who was not one of the Bankers, who was nota 
member of the Syndicate, who, with his brother, entirely con- 
trolled the Power Company before the Bankers made the con- 
tract of September, 1911, and who must, therefore, be con- 
sidered as representing all of the stock other than that 
originally acquired by the Bankers and by them transferred 
to the Railway Company. 

In connection with this transaction, it will be recalled that. 
the uncontradicted evidence is that a disagreeable and difficult 
situation existed between the Power Company and the Bates & 
Rogers Company resulting from a contract made some years be- 
fore for the development at the Ox Bow ; that the matter of its 
cancellation or of making some arrangement to be rid of the 
liabilities thereunder had been under negotiation for many 
months. The general considerations affecting the desire to 
terminate the contract are set forth in the testimony of Mr. 
Watson at pages 266-268. Asa matter of fact, the negotia- 
tions had been under way since the fall of 1911, when Mr. 
Watson first became the Power Company’s Manager (p. 268). 
On July 24, 1912, a proposal of the Bates & Rogers Company 
was presented to the Power Company’s Executive Committee 
by Mr. William Mainland (pp. 268-270) under which, as the 
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result of the negotiations theretofore had, the Bates & 
Rogers Company offered to adjust their claims at something 
more than $85,000. This offer was rejected and a counter 
proposal authorized (pp. 270 & 271). Mr. Watson also showed 
that in June, 1912, Mr. Blackwall, of Messrs. Veile, Blackwall 
& Buck, the Power Company’s engineers, wrote him that he 
had been conferring with Mr. Rogers, of the Bates & Rogers 
Company ; that the latter were very anxious to go on with the 
work on the basis of the unit prices in the coutract, and that, 
if the work should be done on that basis, it would cost 
$100,000 more than if the Company did it directly ; and Mr. 
Blackwall’s letter is in evidence (p. 280). 

Before passing to a further consideration of this contract, 
we pause to refer to the only testimony in the case with 
respect to the actual exchanges of bonds made under the two 
contracts. The testimony was given by Mr. G. E. Hendee, 
who was the Secretary and Treasurer of both Companies. As 
before shown, he testified that the $250,000 was loaned at the 
following times and in the following amounts : 


October 1912... <8. ee eee a $100,000 
November I) hOM 9. 2 2b) se eee es een 20,000 
econ wete ll. Ue Col te eee aes fy Seee et 60,000 
iIDecemper 17, (OZ). 22. 2 ee ee 40,000 
SMO, LOM os 5 2 ee eo oe - 80,000 


He also testified that $440,000 of the Iirst Mortgage Five Per- 
-cent Bonds were first put up as collateral against these loans 
and that afterwards they were exchanged for a like amount of 
Consolidated Six Percent Bonds, and the Railway Company 
thereupon accepted the Consolidated Bonds as collateral for 
the loans (p. 258). He also testified that the Railway Com- 
pany delivered to Bates & Rogers Company the 100 shares of 
common and 50 shares of preferred stock and $25,000 of the 
Consolidated Bounds, that the “requisition” (evidently the 
witness intended to say ‘‘ contract” or “agreement ”) stated 
that the Railway Company would purchase the bonds at 80 
under the terms of the settlement agreement with the Bates & 
Rogers Company (p. 259). 

The witness then testified that, under the two agreements 
of September 26 and December 27, 1912, referred to in the 
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Minutes of those dates, the following exchanges of bonds were 
made : 


Pepmrtinga Wis 98s 2s ee cess odes aedesee------228% $ 38,000 
SEG Dy, Is 492,000 
cerueneyy LUG, ISI ea a ne oe 65,000 
chee Ty LUDA TED ee ieee ety ee 123,000 


Thereupon, he gave the serial numbers of the bonds received 
by the Railway Company, all of which are included among 
those requisitioned, issued and delivered to the Railway Com- 
pany as shown by the stipulation appearing at pages 396-398 
of the record. The witness also stated that none of the loans 
had ever been paid to the Railway Company. 

In addition to the matters hereinbefore mentioned, in 
speaking of the September transaction, the learned Trial 
Court, in referring to the agreement on the part of the 
Bankers to procure the $250,000 loan from the Railway Com- 
pany, characterizes the Railway Company as being then 
“ wholly insolvent ” and, in referring to the loan of $250,000, 
states that ‘ under the conditions created by the agreement 
the possibility that there ever would bea redemption fof the 
First Mortgage Bonds originally pledged as collateral) was so 
remote as to be negligible% states that the surrender of the 
obligation “‘ of the Syndicate to take $175,000, face value, of 
the Seconds at 80” was, ‘‘ without any real consideration ” 
and, as we have before shown, concludes that there is but 
one rational explanation of the agreement, namely, that 
the interests in control] of the Railway Company, 
having concluded that the Power Company was 
hopelessly insolvent, resorted to this expedient for 
saving to themselves as much of the wreckage as possible. 
The only evidence in the record with respect to the condition 
of thefrailway, at that time, is contained in Intervenors’ Ex- 
hibit 28 (pp. 218, 214) and Intervenors’ Exhibit 29 (pp. 216- 
218). From the former, it appears that, during the month of 
September, 1912, the Company earned a surplus of approxi- 
mately $3,400; that for the nine months ending September, it 
had earned a surplus of a little more than $6,800; that for the 
month of September it expended in construction work $69,637, 
and during the nine months then ending $267,463. 

From Exhibit 29 we find that up to September 30, 1912, 
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additions had been made to Property, Plant and Equipment, 
ageregating $627,463, and that during the month of September 
such additions had been made to the extent of $79,637. 

Concerning the condition of the Company thereafter, from 
Intervenors’ Exhibit 5 (pp. 205, 206), we find that for the year 
ending December 31, 1912, the earnings show a surplus of 
$14,527 : 


That on December 31st, the Construction Ac- 


count for the year was, 22s 222202 2225 ---- eee = $440,235 
Whereas, on September 31st, it had been. _--- 267,463 
Showing an increase during the 3 months, of-_ $172,772 


From the condensed balance sheet of December 31st 
(Intervenors’ Exhibit 27, pp. 208-210) we find that total addi- 
tions to Plant during the year 1912 were S026;236. b£5j235 

Whereas, up to the end of September such addi- 
Hiohewacsrommed 2. - - Sc see ee neat en ae — 357,463 

Thus showing an increase during the 3 months of $262,772 

The Balance Sheet of December 31, 1912, also shows total 
assets of $23,803,000, and total liabilities, excluding the Capital 
Stock, of somewhat more than $16,000,000, thus showing a 
surplus of about $7,000,000. 

The only other evidence in the record bearing upon the 
question is that about December 23, 1913, more than a year 
after the Bates & Rogers transaction, and more than 15 months 
after the loan of $250,000, a Receiver for the Company was 
appointed, upon its confession of insolvency (p. 381). 

Not only do we have the figures above mentioned, but there 
is no contradiction in the record, and no suggestion of a con- 
tradiction, of the fact that the Railway Company did actually 
loan the Power Company the $250,000 as provided in the Sep- 
tember contract. 

Under this state of facts, and in view of the law regarding 
the proper meaning of the word “ Insolvency ” as applied to 
corporations, we trust that the Court will not consider the 
statement unjustified if we characterize the language of the 
learned Trial Court in this regard as intemperate; and if we 
again suggest that it is only intelligible upon the assumption 
that, at the end of August, 1914, when the opinion was writ- 
ten, the Court was subconsciously affected by the circumstance, 
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that, throngh its Receiver, it had then been administering the 
affairs of the Railway Company, as well as those of the Power 
Company, for a period of eight months, and, that it was trans- 
ferring to September, 1912, the conclusions which it had then 
reached as to the possibility of realization upon the Railway 
Company’s properties in August, 1914, by which time, we 
presume that properties of that particular character were of 
less selling value in the home community of the learned Court 
than has ever been the case since the inhabitants of the com- 
munity dwelt in wigwams aud, for the sake of the development 
of the community in the future, let us hope of less value than 
will ever again be the case. 

The learned Court further said that, under the conditions 
created by the agreement, the possibility of redemption of the 
pledged bonds was so remote as to be negligible. If by that 
statement is meant that, in view of the limited quantity of first 
mortgage bonds to which the Company was entitled by reason 
of the improvements and additions to its property, if the ex- 
change privilege was availed of, small opportunity would be 
afforded to redeem the bonds as pledged, the remark is under- 
standable ; otherwise it is not, because, with the security mar- 
kets in the condition which obtained at that time, with the 
Company showing a large deficit in its earnings, and especially 
in view of the fact that most of the five per cent. bonds had 
been put out at 70 under most favorable statements of earn- 
ings (although such statements were unwarranted), it would 
have been the height of folly to have then forced the first 
mortgage bonds on the market; and by the terms of the agree- 
ment the securities ultimately held in pledge could not be sold 
until one year after the respective loans were made, aé which 
time it was possible that the condition of the Company would 
be improved and, at least from the standpoint of human hopes, 
it was probable that financial conditions would have improved. 

The Court continues : 


“The transaction, therefore, practically amounted 
to a sale of between $200,000 and $500,000 face value 
of the first mortgage bonds for an equivalent amount 
of seconds, which it is apparent must have been wholly 
valueless if the first were worth less than their face.” 
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From the tables to which we have previously referred 
(pp. 437-453), it is shown that the Company had never 
realized par on any of its six per cent. first mortgage bonds, 
except $10,000 thereof, and that all but $72,000 thereof had 
been sold at 80 and 85, the greater proportion at the smaller 
price. Under its most favorabie statements of earnings, 
therefore, the Company practically never realized par for even 
its six per cent. first mortgage bonds ; notwithstanding which, 
the longer of the tables last mentioned shows that, in Jan- 
uary, 1911, it sold $50,000 of the seconds at 85, and $200,000 
at 80; that in February of the same year it sold $75,000 of 
its seconds at 80; that in March of the same year it sold 
$49,000 thereof at 80; that in April of the same year $25,000 
thereof were soid at the same price; in May $7,000 at the 
same price; and in June $7,000 at the same price. In addi- 
tion to which, after the dutes mentioned, the Bankers pur- 
chased $1,325,000 thereof at the same price. Accordingly, 
judged by these transactions, the observation of the Court to 
the effect that the seconds were wholly valueless if the firsts 
were worth less than their face, would seem to be a glaring 
non sequitur. 

As the Railway Company was entitled to exchange $500,000 
first mortgage five per cents. under the September contract, 
and $718,000 were exchanged under both contracts, it is only 
proper to assume that $500,000 of that amount was exchanged 
under the first contract. Considered, therefore, in the worst 
possible light, since the Power Company received the entire 
$250,000 from the Railway Company, the transaction under 
the first contract might be said to represent a sale by the 
Power Company of its five per cent. first mortgage bonds at 50 
plus whatever value the parties then fairly considered the 
second mortgage bonds to possess. If the value of the second 
mortgage bonds was then placed as low as 25, the realization 
by the Railway Company on the first mortgage 5s was, not- 
withstanding the then conceded fact that its earnings showed 
a large deficit, as satisfactory as previous sales of the same 
bonds under conditions when its earnings purported to show 
a large surplus. And if, as we most confidently contend, the 
circumstances then surrounding the transaction of the busi- 
ness of both the Power Company and the Railway Company, 
emphasized by the subsequent expenditure for construction 
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aud other additions to the plant and equipment of both 
companies, aggregating during the succeeding three months 
more than $400,000, disclose clearly that the parties in 
interest then considered that both companies could 
and would be maintained as going concerns, is this 
Court, or any other court, justified in concluding that the 
second mortgage bonds were not then hunestly considered by 
the parties to be worth more than 25 cents on the dollar? 

So far therefore as the transactions under the first contract 
are concerned, had the parties really under attack here been 
notified by the pleadings herein that the intervenors attacked 
the transactions in question upon the ground that the Power 
Company was at the time insolvent and known by them so to 
be, in view of the evidence in this record, it would seem to be 
beyond peradventure that, under the proper definition of 
insolvency, they could have readily met and repelled such an 
attack. The point upon which we insist in that connection is, 
however, that the conclusions of the Court in that regard are 
assumptions pure and simple and that, if assumptions are to 
be indulged, they should be based upon the evidence; that 
the record does contain evidence in actual figures disclosing 
what both companies were then doing, the only reasonable 
and justifiable conciusion from which is that the parties who 
were then financing them intended to continue so to do, iu 
which event neither of the companies was insolvent and the 
future alone could tell whether the great investments in both 
properties then being made and others which it was antici- 
pated would follow, would or would not ultimately result in 
the financial success of both ventures. 

We do not now consider further the Court’s remark that 
the obligation to take the additional $175,000 face value of 
second mortgage bonds was that of the Syndicate, because we 
will subsequently discuss that finding in some detail. 

After concluding that the transaction was an “ expedient 
for saving * * * as much of the wreckage as possible,” 
learned trial Court observes that : 


“ Putting aside for the moment all question of the 
rights of these intervenors, it is plain that there was a 
breach of trust on the part of the officers of the Power 
Company and a disregard of the rights of the holders 
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of approximately $166,000 face value of consolidated 
bonds which had been sold upon the market and were 
held by the general public,” ete. 


This statement is so wholly gratuitous on the Conrt’s part 
that we would not advert thereto did we not consider that its 
inclusion in the opinion, concededly without relevance to the 
real issues, is significant of a severely prejudiced state of 
mind, which, in addressing limself to the real issues before 
him, he found it impossible to overcome. We do not make 
this remark by way of individual criticism but only as indi- 
cating the extent to which able courts are sometimes affected 
by considerations other than those of abstract reason and as 
further suggesting that the trial Court was influenced by senti- 
ment in reaching its conclusions. 

By way of antidote to snch sentiment, we may be per- 
mitted to point out that the table of sales of the Company’s 
bonds (pp. 489-453) show total sales of the consolidated 6s, 
or second mortgage bonds, of $413,000 up to June 13, 1911. 
The New York bankers became interested in the Power Com- 
pany in September, 1911. The evidence shows (p. 260) that at 
the present time the Railway Company holds all of the outstand- 
ing second mortgage bonds except the $166,000 mentioned by 
the trial Court and $30,000 held by the Bates & Rogers Con- 
struction Company. In other words, not only were the New 
York bankers or the Syndicate or the Railway Company not 
parties to the sale of the $166,000 of seconds, the position of 
the holders of which appealed to the learned trial Court, but, 
after becoming interested in the property, they had purchased 
the difference between the $413,000 thereof theretofore sold 
and the $166,000 thereof now outstanding, or $247,000 of such 
bonds. In considering the intentions of the Bankers, of the 
Syndicate and of the Railway Company, it must also be kept 
in mind that every bond held by the intervenors or any others, 
was see a before the Bankers, the Syndicate or the Rail- 
way Company had any interest in the Power Company ; thiat, 
after the Bankers first acquired their interest, they 
did nothing but expend, in the improvement and development 
of the property, the mouey with which they had purchased 
the Company’s bonds, every one of which is now in their 
hands. Accordingly, to the extent that the human influences 
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involved are to be considered in connection with the duty to 
the public of those responsible for the administration of the 
affairs of these companies, and particularly for the sale of 
its securities to innocent holders, without desiring to enlarge 
too much upon the situation, we may at least say that the 
situation of the Bankers, of the Syndicate and of the Railway 
Company is above reproach. Indeed, had not the Bankers 
expended upon the property of the Power Company the great 
sums shown even by this record, in view of subsequent events, 
these very Intervenors and all other holders of the Power 
Company’s first mortgage bonds would indeed have been in a 
pitiable plight. We close the discussion of this particular 
thought with the recurrent reminder that the holders of the 
$166,000 of second mortgage bonds are not the complainants 
here, and that, to whatever other encomiums these Intervenors 
and their counsel may be entitled, any well defined desire to 
protect the interests of the second mortgage bondholders can- 
not be said to be one of them. 

We offer but one further thought in this connection, 
namely, that the learned trial judge is rather illogical in basing 
his condemnation of the exchange of bonds upon the circum- 
stance that the seconds were wholly worthless, and in charg- 
ing the Railway Company with a breach of trust toward the 
other holders of the second mortgage bonds growing ont of 
the same transaction. In other words, if the consolidated 
bonds were entirely valueless, what difference did it make to 
the other holders thereof what disposition the Railway Com- 
pany made of its second mortgage bonds ? 

As we have heretofore pointed out, both upon reason and 
authority, the officers and directors of a corporation bear no 
trust relationship whatsoever to its creditors, be the latter 
secured or unsecured. We mast respectfully repeat, there- 
fore, that it was ill advised for the trial Court to characterize 
the transaction as a breach of trust on the part of the officers 
of the Power Company, especially as the statement was not 
required for the purposes of the decision. As should be the 
case, judicial utterances have great potency. It is well known 
that all opinions of the federal courts are preserved in writ- 
ten form and published broadcast to the world. In the opinion: 
of the learned Court below, names are mentioned in connection 
with statements and conclusions involving findings of fraud in 
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business transactions; names of honorable men, who are 
naturally jealous of the places which they have made 
for themselves in the world. To the extent that such mention 
is necessary, advisable or proper in coanection with the essen- 
tial conclusions of the Court, we may not quarrel with such 
exploitation as the circumstances require or justify. We 
trust, however, that we may be pardoned the display of some 
feeling in discussing the propriety of the use of names, at the 
risk of possibly affecting honorable reputations, in connection 
with the characterization as breaches of duty and trust of cir- 
cumstances which are not presented to the court for judicial 
action. 
The learned Court further observes that : 


“Assuming that they (the Railway Company in- 
terests) were entitled to syinpathy, it does not follow that 
they were entitled to protection. Their misfortune in 
nowise enlarged their rights as parties to the contract 
or abated their duty as trustees of the Power Company. 
As directors they were bound to subserve the interests 
of the Company, and to hold its property for the common 
benefit of its creditors, and they were not privileged to 
strip it of its meager remaining resources for the purpose 
of recouping their private losses. The adoption of any 
other view would necessarily be to recognize the rule of 
might, and to say for him to take who can.” 


Animadverting upon these observations for a moment, it 
is pertinent to inquire why those who had advanced great 
sums to the Company and were arranging to advance other 
great sums, were not entitled to protection, if it could be ob- 
tained without prejudice to the rights of others, which is the 
only reasonable, logical and, therefore, just view which can be 
taken of the results of these transactions. As we will show 
hereafter, it was money taken from the earnings of the Com- 
pany and the money received from the sales of the second 
mortgage bonds which had been put into the property and 
thereby enhanced the value of the lien securing the bonds of 
these Intervenors. To the extent that the money represented 
earnings, it was taken from other creditors and the stock- 
holders ; to the extent that it represented the proceeds of the 
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sale of the second mortgage bonds, it was a direct contribution 
by the holders of those bonds and by other creditors and stock- 
holders, because such moneys might properly have been used 
to reimburse the Company and, therefore, other creditors and 
stockholders, for the amount of the earnings reinvested in the 
property. Accordingly, were we dealing with abstract 
equities, and were it necessary to enlarge upon that view 
for the purpose of maintaining the position which we assert, 
we might argue at length that it is highly inequitable that the 
Intervenors should be content to accept the vast increase in 
security resulting from such expenditures and close their ears 
to any consideration of the losses suffered by those who sup- 
plied the funds which made such increase possible. As we 
shall show hereafter, the Intervenors have everything for 
which they contracted ; for which reason, if the transactions in 
question may properly be said to be measures of protection on 
the part of those who had been and were continuing to invest 
large sums in what the Court considered to be an absolutely 
insolvent enterprise, upou what ethical or moral considera- 
tion is the finger of judicial scorn to be pointed at them and 
are they to be branded as fraudulent conspirators ? 

We do not know to what the learned Court refers in stating 
that 


“Their misfortune in nowise enlarged their rights. 
as parties to the contract.” 


So far as we are aware, no one has claimed that the actions. 
of the directors representing the Railway Company interests 
enlarged their rights as parties to any contract ; indeed, 
our position is that the acts of which complaint is made 
were specifically authorized by a written contract made 
openly and with respect to which a most exact and complete 
record was retained. It is the intervenors who are seeking to 
‘“enlarge their rights as parties to the contract.” Their 
rights are exactly measured by an elaborate written instru- 
ment, the terms of which they concede the other parties 
thereto have rigidly performed, notwithstanding which they 
are here making grave charges against others who are claim- 
ing only the rights secured to them by their contract. 

We do not suggest that the misfortunes of the Railway 
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Company interests ‘‘abated their duty as trustees of the 
Power Company.” We assert only that, as trustees of the 
Power Company, they were not trustees for these Intervenors 
and that, accordingly, if that which was done deprived 
these Intervenors of nothing to which they were entitled 
by the terms of their contract, as between them and 
the officers of the Power Company, no occasion exists for 
considering any question of breach of trust or other duty. 
In discussing abstract questions of breach of trust and 
duty by the Railway Company interests, the fact must be 
kept in mind that the Railway Company owned practically 
all of the capital stock of the Power Company. As they also 
owned all of the second mortgage bonds, with the exception of 
$166,000 thereof, they also owned practically all of the second 
mortgage lien on the property. This record does not disclose 
to what extent they also held the general nnsecured obliga- 
tions of the Company. Be that as it may, however, with the 
exception of the small outstanding stock interest, which does 
not complain, they themselves occupied the position of those 
for whom, in any seuse, they may properly be said to have 
been trustees. Under such circumstances, if they stipulated 
that, if they are to advance an additional $250,000 or any other 
sum to a company situated as was the Power Company at that 
time, they would only do so upon the condition that their se- 
curity be increased and that, thereby, their position as cred- 
itors be improved, without detriment to the rights of other 
creditors, who is to gainsay their wish and who is to properly 
charge them with a breach of trust or with seeking to establish 
‘the rule of might” ? 

Because it would too much prolong the discussion, we do 
not follow the somewhat overdrawn and almost fantastic 
observations of the Court with respect to the situation of the 
Bankers or of the Syndicate or of the Railway Company under 
the contract of September, 1911, because he repeats in that 
connection his tendency to discuss questions which, in this 
particular instance, he concedes to be immaterial, into which 
discussion we will not again be drawn. 

In passing, however, it may not be amiss to remark that, 
if the Bankers or the Syndicate or the Railway Company are 
disappointed in their failure to reap the profits which they 
anticipated, is their position different in that regard from the 
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anticipations of the Intervenors or other predecessors in title 
to the bonds which they represent. With inconsiderable ex- 
ceptions, those bonds were purchased at less than par. As 
shown by the tables of one of the brokers (pp. 524-335), he 
purchased many of his bonds with a bonus of thirty per cent. 
in stock and, with practically all which he sold, he delivered a 
bonus in stock running from ten to twenty-five per cent. As 
shown by the tables of another broker (pp. 3383-340), a bonus 
of twenty-five per cent. in stock accompanied many of the 
bonds which he obtained, which bonus, from his statement of 
sales, he apparently retained. In varying degree, therefore, 
may we not paraphrase the statement of the Court with re- 
spect tothe Railway Company interests and, applying it to 
such purchasers, also say that: 


“They bargained for the chance of profit in a 
speculative enterprise and they must have contemplated 
the risk of loss as well as the chance of gain.” 


Whatever else may be said with respect to that statement, 
as applied to the Railway Company interests, are one’s duties 
or obligations to third persons to be enlarged or his rights 
to protection diminished by the circumstance that his money 
is invested with the expectation of deriving therefrom a 
profit ? 

Turning now particularly to the transaction of December, 
1912, and to the consideration thereof by the learned trial 
, Judge, he states that : 


“Tn consideration of the Railway Company’s agree- 
ment to deliver to Bates & Rogers 100 shares of its 
own stock, which was worthless, and 50 shares of its 
preferred stock, which was equally worthless, and its 
obligation to pay the bonds, which, because of its insol- 
vency, if for no other reason, was unenforceable, and 
hence practically of no value, the Power Company was 
made to agree that it would, upon demand of the Rail- 
way Company, deliver its first mortgage bonds up to 
$500,000 face value * * * in exchange for consoli- 
dated bonds, which also were without substantial value.” 
(Italics ours.) 
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We will not here repeat our views upon the assumptions of 
insolvency and of the consequent worthlessness of the stock of 
the Railway Company and of the second mortgage bonds of 
the Power Company, except to again call attention to the fact 
that the only evidence in the record concerning the financial 
condition of the Railway Company, discloses a large equity 
for the stock, and to again express our surprise that, in view 
of such condition of the record, the Court should have reached 
such a conclusion. Evidently the Bates & Rogers Company 
attached value to the stock, and it is to be assumed that their 
reasong-for so doing are justifiable; also that they attached 
value of the Railway Company’s agreement to repurchase the 
consolidated bonds as, otherwise, they would not have re- 
quired it. We also wish to recall the fact that Bates & 
Rogers claimed damages under their contract, up to the then 
present, amounting to more than $85,000, and that the 
Power Company’s engineer had advised it that to 
continue construction under that contract would in- 
crease the cost of the work to the extent of 
$100,000. Accordingly, if the parties to the transaction 
cousidered that the stock of the Railway Company 
possessed substantial value and that the obligation of the Rail- 
way Company to purchase the consolidated bonds was worth 
$20,000 ; if, by settling the Bates & Rogers claims, the Power 
Company was relieved of an obligation of $85,000 and saved 
an additional expenditure of $160,000 in connection with the 
contemplated work at the Ox Bow ; and, assuming that the 
parties also considered, and justifiably so, that the second mort- 
gage bonds of the Power Company did at that time possess 
substantial value, whatever else may be said of the transac- 
tion, can it be properly or fairly contended that the Power 
Company received no consideration therefor ? And, though 
the consideration were meager, what badge of fraud attached 
to the transaction and who was defrauded ? 

The learned Court follows the statement last quoted with 
this : 


‘ From the testimony and the surrounding circum- 
stances, no doubt is left in my mind that the Power 
Company could have made settlement directly with Bates 
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& Rogers with its first mortgage bonds at a comparatively 
small discount, and that the devious course was adopted 
not upon their demand or for the interests of the Power 
Company or of any of said creditors, but for the sole 
purpose of furnishing a pretext for getting the first 
mortgage bonds out of the treasury of the Power Com- 
pany and into the hands of the Railway Company and 
for the interests alone of those by whom the latter com- 
pany was dominated.” 


As we consider the italicized portion of the statement one 
of the most surprising contained in the opinion of the learned 
Court, we have carefully searched the evidence for the purpose 
of determining what may be the basis thereof. The only ref- 
erence thereto which we find is contained in the deposition of 
Mr. William Mainland (pp. 312-314). After detailing the cir- 
cumstances of the meeting with Mr. Rogers, at which the 
matter was discussed, he continued : 


“ [ said, ‘Mr. Rogers, this matter is, as you know, 
in your brother's hands; as I know it is n Mr. Wickes’ 
hands, I don’t want to butt in.’ ‘Well, he says, 
‘whatever you say I will not consider it such and what 
I say is not official,’ and we had a discussion then 
about the settlement. 

“Q. During Mr. Wickes’ negotiation, as I recall, he 
had suggested some bonds, more than twenty-five? A. 
More than twenty-five and no stock and I said, ‘ What 
is the use of putting up so many bonds if you are going 
to redeem them anyway ? No use tieing that many addi- 
tional bonds up.’ And Rogers and I discussed consoli- 
dated bonds and the first and refunding bonds and the 
stock proposition, the shares of stock, and he said, 
‘What about the first mortgage bonds?’ He would 
consider taking those as he stall believed in the project, 
etc. And I said, ‘1 don’t think you can get any of those, 
L don’t believe so; but it is possible that you might get 
the Leailwag to guarantee,’ which I had in fact discussed 
with Mr. Wickes before that, though I didn’t ted? Rogers 
then ; and before going away he said, ‘If you can put 
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that trade through as it appears, I believe I will accept 
it ;’ and of course he asked me what my judgment was 


on the Railway guaranty, ay i Ie him L believed 


« that it was all right,” ete, leat / Lardy 
eM dgsay ei eg wcef tg lh 


To what the learned Court referred as the ‘“ surrounding 
circumstances,” we do not, of course, know. So far as direct 
evidence is concerned, however, cau there be two opinions as 
to the reasonable and proper understanding of Mr. Mainland’s 
statement and of its effect upon Mr. Rogers? In so many 
words, le testified that he told Mr. Rogers that he did not 
think that he could get the first mortgage bonds, and then 
suggested that he take the Railway Company’s guaranty. 
There is no suggestion in the record anywhere that Mr. Main- 
land was one of the arch conspirators. Indeed, his testimony 
is much exploited by the Intervenors in support of their case. 
With this statement uncontradicted and unimpeached in any 
way, in all fairness, what can be the basis of the Court’s 
statement that the course adopted was solely for the purpose 
of furnishing a pretext for getting the first mortgage bonds. 
As Mr. Mainland stated, he believed that the guaranty of the 
Railway Company was absolutely good, and evidently Mr. 
Rogers shared this belief. Evidently, also, what Mr. Rogers 
wished was the best security available for $20,000. In view 
of the growing deficit in the Power Company’s earnings, is_ it 
probable that he would have preferred the~RaihnayCempatys— 

4 first mortgage bonds at 80 rather than the absolute guaranty 
of what everyone then considered to be and what was an en- 
tirely solvent and responsible corporation ? 

Aud what is the justification for the Court’s conclusion 
that Bates & Rogers would have pccepted the first ‘mortgage 
five per cent. nds’ dt a ee tively small discount ” ? 
Surely Mr. Rogers was in a position to know as much about 
the then condition of the Power Company as was the learned 
trial Court from the evidence in this record, which evidence 
discloses, among other things, that the five per cent. bonds 
had, when the Company’s earnings were stated in a most at- 
tractive fashion, sold at 70, at which price $30,000 of the 
$5$,000 then outstanding had been sold, and at 75, at which 
price others of such bonds had been sold (p. 403). No reason 
whatsoever suggests itself why Mr. Rogers would have been 
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content to take those bonds at a price to net the Company 70. 
What he wished was $20,000 ; and he considered, and, un- 
doubtedly, everyone else concerned in the transaction con- 
sidered, that the guaranty of the Railway Company assured 
him that sum much more certainly than the first mortgage five 
per cent. bonds at any price at which it may fairly be consid- 
ered that he would have taken them. Again we are compelled 
to say that it appears to us that the mind of the learned trial 
Court has been affected by some circumstance or circumstances 
other than those in this record and that, for the purpose of 
reaching his conclusions, he has indulged assumptions utterly 
unjustified by any of the evidence. 

We repeat then, what is the evidence of fraud which im- 
pugns these transactions ? This inquiry cannot be answered 
by asserting that the Railway Company interests committed a 
breach of trust toward other second mortgage bondholders or 
that they failed in their duty to the Power Company or to its 
stockholders. As we have seen,in behalf of creditors, the 
trausaction can be condemned only in the event that it was 
done with zntent to hinder, delay or defraud these particular 
creditors. It may have been unwise, it may have been unjust- 
ified as between the Company and its stockholders or as be- 
tween the Railway and other second mortgage bondholders, 
but was its intent fraudulent ; that is, was the motive bad 
pure and simple ? As we have seen from quotations previ- 
ously made from Bigelow on Lraud, that learned author points 
out that, if the transactions be accompanied by present con- 
sideration, it is difficult to conclude that a frandulent intent 
existed. Itisa truism that fraud will not be presumed, but 
must be shown and proved; and that, although transactions 
may be suspicious or be such that a particular individual may 
condemn them, unless circumstances are shown from which the 
deliberate desire and intent to defraud appear, they are not 
within the Statute of Elizabeth. 

Under the discussion of the weight and sufficiency of evi- 
dence in actions to set aside transactions on the ground of 
fraud, it is said : 


‘Fraud, however, must be proved as an affirmative 
fact, and the proof must be of such a positive and 
definite character as to convince the mind of the 
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court, for it is never presumed, and if the acts shown 
all coraport as well with honesty as with fraud, the 
transaction should be upheld ” (20 Cyc., 785). 


Again: 


“The mere fact that the transaction in question is 
prejudicial to creditors does not defeat it. The evidence 
must be of such character and degree as will justify 
reasonable men in arriving at a conclusion that fraud 
existed ; and evidence that merely casts a suspicion 
on the transaction is not sufficient to vitiate it” (20 
Cyc., 791). 

“The creditors of a party defrauded have no right, 
even though the fraud has the effect of diminishing his 
means of paying them, to look into such fraud or un- 
ravel it. It is for him and him alone to do so, and if 
he chooses to acquiesce in the fraud, or suffers himself to 
be concluded of his right to investigate or undo it, his 
creditors must be content to abide by the legal rights re- 
maining inhim. There is a manifest distinction be- 
tween a fraud upon the debtor and a fraud upon 
creditors. In the one case the debtor is the victim and 
guilty of no wrong, while in the other he is himself 
either in fact or in law the perpetrator of a fraud. 
In the latter case the creditors who seek to avoid a 
sale or transfer do not represent the debtor, but exer- 
cise rights paramount to his. In the former case the 
remedy belongs to the debtor alone, and they cannot inter- 
fere when they are not in contemplation of the author of 
the wrong, and are onty affected consequentially.” 

Bump on Fraudulent Conveyances, 4th Ed., Sec. 20. 


“A fraud upon creditors consists in the intention to 
prevent them from recovering their just debts, by an act 
which withdraws the property of the debtor from their 
reach.” 


Id., See. 21. 


In Foster v. M Alester, 114 Fed. 145, the plaintiffs, having 
a chattel mortgage on two stocks of merchandise in Arkansas, 
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permitted the mortgagor to remove the goods to Indian 
Territory and transfer them to Terrell & Co., a firm of which 
he became a member, under an agreement that such firm 
would assume plaintiffs’ debt and give them a mortgage on 
this stock at any time requested. The Arkansas mortgage 
was not recorded in Indian Territory. The defendants wrote 
plaintiffs inquiring about the financial condition of Terrell & 
Co. and its credit, to which plaintiffs replied that they con- 
sidered its credit good, making no mention of the Arkansas 
mortgage or of the agreement for the Indian Territory mort- 
gage. The evidence showed that, in fact, Terrell & Company's 
credit was not good. After making such inquiry, defendant 
sold goods to Terrell & Company. Thereafter, plaintiffs 
requested and obtained the mortgage which Terrell & Company 
had agreed to give them ; took possession thereunder, and, 
in conjunction with the mortgagors, were selling the mer- 
chandise in the usual course of business, applying the 
daily proceeds to the mortgage debt. The defendants 
attached the merchandise on the claims resulting from 
the goods sold Terrell & Company by them after making the 
inquiry of plaintiffs, and the goods were sold pursuant to 
the levy under the attachment. Plaintiffs brought the action 
to recover the value of the goods sold under the attachment. 
Defendant set up that the transactions between Terrell & 
Company and plaintiffs were, as to the defendants, fraudulent. 
The trial judge charged the jury that the following were badges 
of fraud on the part of the plaintiff : 

1. The failure to record the Arkansas mortgage ; 

2. The failure of the plaintiffs to mention the Arkansas. 
mortgage and the agreement for the Indian Territory mort-. 
gage when the defendants inquired as to the financial condi- 
tion of Terrell & Company ; 

Held error; that the burden of proving fraud was upon 
the defendants, which burden they had not sustained. Among 
other things, the Circuit Court of Appeals for the Eighth Circuit 
said : 


“An act which in itself is lawful and innocent is 
never presumed to be fraudulent, and the burden rests 
on the party assailing it as fraudulent to prove it. 
* * * The law will not deduce fraud from any num- 
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ber of lawful and innocent acts. One who seeks to 
attach a fraudulent character to such acts must go 
further, and show they were in fact done with a fraudu- 
lent antent and for u fraudulent purpose. * * * 
Fraud cannot be inferred either by the Court or jury 
from acts legal in themselves, and consistent with an 
honest purpose.” 


In National State Bank v. Wheeler, 40 N. Y. App. Div., 
563, it was held that a conclusion of law that the effect of a 
voluntary conveyance was to hinder, delay and defraud credi- 
tors could not be sustained in the absence of a finding of fuct 
that it was made with intent to hinder, delay and defraud 
creditors. The action was brought by a judgment-creditor 
with execution returned unsatisfied, but the Court said: 


‘There must have been an intent in making the 
conveyance to hinder, delay and defraud the creditors. 
The question of intent is one of fact, and must be both 
alleged, proved and found to warrant the judgment.” 


In view of the language last quoted, it is pertinent to again 
point out to the Court that the Intervenors’ bill makes no charge 
that the transactions with respect to the 718 bonds were had 
with intent to hinder, delay or defraud them or any other cred- 
itors ; that, accordingly, the respondents were not called upon to 
meet any such issue and did not seek to meet it upon the trial. 
If, therefore, this decree is to be sustained upon the ground 
that they were had with intent to hinder, delay and defraud 
creditors, an issue will have been determined which was not 
presented by the pleadings and notice of intention to present 
which was not given the respondents. 

In Chick v. Fuller, 114 Fed., 22 (Circuit Court of Appeals, 
7th Circuit) (Petition for writ of certiorarz denied, 187 U.S., 
640), a mortgage was given by a corporation to secure 
bonds to pay its indebtedness to two banks, in which 
directors and stockholders of the corporation were also 
stockholders. The corporation was in fact insolvent 
at the time, but that circumstance’ resulted from 
the dishonesty of its president and was _ not 
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known to the directors and stockholders who were interested 
in both companies. Held that the mortgage was valid as 
against judgment-creditors, because it was given by a going 
concern in the expectation that its business would be con- 
tinued. 

The last-mentioned case is cited not as directly in point 
under the facts here, but as disclosing that the effect of a 
given transaction will not be held to constitute fraud upon 
ereditors and that itis not the fact of insolvency which en- 
titles creditors to a standing to complain of a given trans- 
action, but the understanding of those participating therein 
as to whether or not the company’s business is to be con- 
tinued. 


“A fraud such as will authorize a creditor to set 
aside a conveyance made by his debtor must be one di- 
rected by the debtor against his creditors, and not one 
practiced by third parties against the debtor. If a debtor 
has been overreached in a transaction, he may avoid tt 
himself, but a creditor of his has no standing to do so.” 

14 Am. & Eng. Ene. of Law, 2d Ed., 266. 


The statement last quoted expresses the fundamental 
proposition which we contend to be involved in determining 
if the Intervenors, as creditors, have, as stated by the learned 
trial court, any standing to attack the transactions upon the 
ground of fraud. That is to say, in order to give them any 
standing for that purpose, it is not sufficient for them to show 
that the directors of the Power Company intended to improve 
their position at the expense of the Power Company or of its 
stockholders, but that, in arranging the transactions, their 
well-defined purpose was to defraud these Intervenors; and 
in determining that point, as we have seen, it is not sufficient 
that the transactions did, as a matter of fact, affect the posi- 
tion or security of these creditors. That the record contains 
not a scintilla of evidence justifying any such conclusion, we 
most earnestly and sincerely believe and assert. 

In Damarin v. ITuron lLron Co., 47 Ohio St., 581, the 
action was brought by a creditor to set aside mortgages 
given by the defendant to certain banks, including one in 
which two of the directors were also directors of the mort- 
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gagor. The mortgages were given to secure a pre-existing 
indebtedness, and the Court found, as a fact, that, 
at the time ‘‘ though the corporation was insolvent to the 
knowledge of its officers, its general commercial credit remained 
good, and that it was in the control of its property, actively 
prosecuting its business, and expected to continne to do so as 
before.” In holding that none of the mortgages could be set 
aside, the Court said: 


‘The right of a company, though embarrassed, to 
continue its business and to retrieve its fortunes, if 
possible, must be conceded to it as well as to natural 
persons, and this right necessarily carries with it the 
power to obtain an extension of credit by giving a mort- 
gage upon its property to such of its creditors as are un- 
willing to give further time, unless so secured. When 
this power is fairly and honestly exercised, with no 
purpose at the time of immediately abandoning busi- 
pess or making an assignment, the validity of a security 
so obtained cannot well be questioned.” 


Are not the observations of the Court in the case 
last mentioned especially pertinent here? The only evi- 
dence in the record that any of the directors of the 
Company considered at the time the possibility that the 
Power Company’s business might not be continued is the 
remark on the part of Mr. Watson to the effect that, in 
a general way, he had some doubt as to its ability to go on 
and that of Mr. Wiggin to the effect that he understood that, 
unless the Company obtained the $250,000, it would fail. In- 
stead of, as in the last mentioned case, being limited to the 
acquisition of security for an existing indebtedness, as the 
result of obtaining which the creditor withheld proceedings 
against the Company, the transactions in the case at bar 
enabled the corporation to obtain funds with which to con- 
tinue its business unhampered. Since the question of fraud 
is unimportant if the Company were not insolvent in the sense 
that its business was to be abandoned and since the record 
does not contain a scintilla of evidence to the effect that any 
one at that time intended otherwise than that the moneys then 
supplied would enable the Company to continue its business 
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at least for a period of six or seven months, in the last analysis, 
the question of fraud becomes unimportant; or, to put it 
another way, so long as the parties intended by what they did 
to enable the Company to continue its business, the trans- 
actions cannot be said to have been had for the purpose and 
with the intent of defrauding these Intervenors. 

The case last mentioned was favorably commented upon 
by this Court in Coler v. Allen, 114 Fed., 609, where, among 
other things, this Court held that: 


“A corporation, so long as it is a going concern and 
engaged in the active prosecution of its business, may 
lawfully execute a mortgage on its property, if done in 
good faith, to secure an extension of a prior indebted- 
ness and further advances to be used in its business, 
although it 1s at the time financially embarrassed, or even 
insolvent ;” and such mortgage could not be set aside at 
the suit of a judgment-creditor of the corporation. 


Speaking through GuiLBert, J., among others things, the 
Court said: 


“ The courts of the United States in dealing with 
the question of the right of an insolvent corporation to 
prefer a creditor have in all cases, except where the 
matter is the subject of statutory regulation, held that 
the corporation had the same right and authority to 
make such preference that an individual would have. 
* * % 

“This is not the ordinary case of an insolvent cor- 
poration selecting one creditor to whom it owed an 
antecedent debt and securing the same to the exclu- 
sion of others. The mortgage in the case at bar was 
taken not only to secure a prior indebtedness, but a 
large proportion of the amount secured was a new 
consideration, money to be advanced for the use of 
the corporation in its business to the amount of 
$10,000. The corporation had not to any extent closed 
its business, nor is it alleged that it was embarrassed 
further than that it was insolvent. Its business 
was not brought to a close until several months later. 
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* * * The mortgage in this instance, according to 
the pleadings, furnished the corporation funds for its 
use in the course of its business. His mortgage was 
taken for money already advanced and for money 
thereafter to be advanced. It is not alleged that he 
had any knowledge of the insolvency of the corpora- 
tion or that the officers of the latter intended to give 
him a preference or to hinder or delay other creditors. 
The corporation was a going concern. At the time of 
giving the mortgage and receiving the advances it was 
apparently preparing for the annual run of salmon 
which might be expected to furnish it the means of dis- 
charging or reducing its abilities. * * * Wethink 
* * * that the appellant has shown no grounds suf- 
ficient to justify a decree setting aside the mortgage.” 


Applying to the case at bar the views there expressed, can 
it be justly contended that the extremest view of the transac- 
tions in question can reasonably be other than that, in con- 
sideration of the Railway Company or the syndicate or the 
Bankers supplying the Power Company with funds sufficient 
to enable it to continue its plan of improvements and work of 
construction during the following six months, the Power Com- 
pany agreed, assuming the worthlessness of the second mort- 
gage bonds, to secure to some extent the moneys theretofore 
borrowed or, assuming only that the first mortgage five per 
cent. bonds were then considered to be more valuable than the 
second mortgage bonds, to increase such security ; and if that 
was the substance of the transactions, regardless of their form, 
are we not brought directly within the scope of the well-set- 
tled law as expressed by this court in the case last mentioned ? 
The only possible difference in the facts is that, the 
Railway Company directors bere who may be compared to 
the mortgagee there, did know or were chargeable 
with knowledge of the condition of the Power 
Company, whereas in the Coler case, it was not 
alleged that the mortgagee had such knowledge. That 
however, was not the determining factor, which was and is and 
should be, whether or not the security was taken or the money 
advanced in good with faith the intent and expectation of assist - 
ing the Company to continue its business. The latter was the 
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situation in the Damerin case, supra, which was cited with ap- 
proval by this Court in the Coler case; that is, in the Damerin 
case, the Court expressly found that “ the corporation was in- 
solvent to the knowledge of its officers,” and one of the mort- 
gages was given to a bank, two of the directors of which were 
also directors of the mortgagor ; and there no new money was 
advanced and the only consideration given was that of refrain- 
ing from proceeding against the Company in return for ob- 
taining the security. 


Clark and Marshall on Private Corporations, § T77b, say : 

“The doctrine which disqualifies directors of a cor- 
poration from binding it by a contract or conveyance 
with or to themselves, or in which they have an inter- 
est adverse to that of the corporation, does not, of itself, 
give the creditors of the corporation the right to attack 
such a transaction in any case in which the corporation 
or its stockholders could attack it. The transaction, 
if the corporation was solvent at the time, 
is not void, but merely voidable at the 
option of the corporation or its stockholders. 
Creditors cannot attack it merely on the ground of the 
fiduciary relation existing between the corporation and 
the directors, regardless of the fairness or unfairness of 
the transaction, but, in order that they may impeach it. 
they must show that the corporation was insolvent at 
the time of the transaction, or that it was entered into 
with intent to hinder, delay, or defraud them.” 


And at § 787a, they say, 


‘So long as a corporation is solvent, it may borrow 
money from or otherwise contract with an officer or 
director, and may pay him, or mortgage or pledge 
property to secure him, just as it may pay or secure 
any other creditor, and, if it afterwards becomes insol- 
vent, the conveyance, mortgage, or pledge will be valid 
as against other creditors, although the result may be 
to leave them unpaid.” 


As we hope that we have shown, the question is not neces- 
sarily affected by the fact that at a shorter or longer time in 
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the future, as the case may be, the particular corporation con- 
fesses insolvency, as ultimately occurred in all of the cases to 
which we have referred. The receiver of the Power Company 
was appointed in December, 1913. The Company, however, 
defaulted on its first mortgage bonds on April 1, 1913, some- 
what more than six months after the September transaction 
and somewhat more than three months after the December 
transaction. Confining our statement to the December trans- 
action, unexplained, it might perhaps fairly be argued that, at 
the end of December, 1912, the directors of the Power Com- 
pany should have had some notion as to whether or not the 
Company’s interest would be provided on April lst. Undoubt- 
edly, they did have some information on the subject, and, be- 
yond question, at that time there was every intention of con- 
tinuing to supply the Company with funds. 

The record discloses, however, that, intermediate the trans- 
action in December and the Ist of April, a new and disastrous 
condition in the power market in Boise had come to pass (pp. 
431, 432). A company known as the Beaver Riser Power 
Company had, in December, commenced actually to serve 
ewuirent in the City of Boise. Prior to that time, the base rate 
of the Power Company was fifteen cents per kilowatt hour. 
The rates under which the Beaver River Company solicited 
contracts were nine cents per kilowatt hour, a decrease of 
about 409%. Although the facts showing the effect of this 
competition upon the earnings of the Power Company and the 
necessity for that Company, in self-protection, to cut its rates 
to meet the competition were not gone into at the trial, be- 
cause the question of the Power Company’s insolvency or its 
effect were not presented by the pleadings, in view of the 
deficit shown for the year ending December 31, 1912, the 
Court will not be required to indulge any violent assumptions 
for the purpose of concluding what was the situation at the 
end of March, 1913. Not only must the Power Company then 
have lost many of its customers but its proportionate income 
from those retained must have been very largely 
reduced. The intentions of its friends in  De- 
cember, 1912, with respect to supplying it with 
funds to continue its business cannot, therefore, in avy extent 
-or to any degree, be made the measure of their intentions, as 
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disclosed by their acts, three months later. That is not all, 
however. Obviously, the Power Company was maintained as 
a going concern until December, 1913, when, by reason of the 
litigations precipitated by these Intervenors, all parties in 
interest ultimately conseuted to the appointment of a receiver. 
Just as obviously, the Company conld not have maintained 
itself during that period unless it had received further ad- 
vances of money. Indeed, the opinion and decree herein show 
that it did receive further advances of money, 9s security for 
which the Railway Company interests did not, as they might 
have done, exchange the remaining 107 first mortgage five per 
cent. bonds for other second mortgage bonds, but received 
them as security only and did not, as they might readily have 
done, call the new loans and sell the security, which, after the 
default in the payment of interest on those bonds, would 
probably have brought little or nothing and could therefore, 
have been taken over by the Railway Company at small 
cost. In other words, despite che inability of the Power 
Company to pay the interest on its first mortgage bonds, 
despite its inability to pay the interest on its second 
mortgage bonds, all of which, except $166,000, were 
held by the Railway Company, the Power Company was main- 
tained as a going concern dnring a period of nine months suc- 
ceeding the default on the first mortgage bonds and a period of 
eight months succeeding the default on the second mortgage 
bonds and was, ultimately, placed in the hands of a receiver, 
not by those who had obtained the alleged benefits of the 
transactions of which complaint is here made, but at the in- 
stance of these [ntervenors. 

Eliminating the fervid rhetoric which constitutes a large 
part of the Intervenors’ Bill, their real reason for coming into 
the foreclosure suit and precipitating these contests, was that 
they considered that the plan of reorganization, which had 
been promulgated by the New York Committee, was unfair to 
them as the holders of the Power Company’s first mortgage 
bonds. Were we permitted to indulge in prophesy, it would 
be interesting to speculate as to the ultimate realizations of 


their bondholders as compared to the plan which the New 


York Committee formulated for the purpose of seeking to pro- 
tect them. We have no intention of going into a discussion of 
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the merits of the plan. As, however, copies of some of the 
papers connected with it are attached to the Intervenors’ Bill 
we may, perhaps, be justified in pointing out that 
the plan contained in Exhibit B (pp. 80-89), was 
not that which was in process of attempted execution, when the 
Intervenors filed their bill, but that which is set forth in Ex- 
hibit C to the Bill (pp. 92-95). Personally, in view of the ex- 
pressions contained in the opinion of the learned trial court 
regarding the utter and hopeless insolvency of the Power 
Company in September and December, 1912, we should be 
greatly pleased if this court will read the two plaas for such 
hight and such inferences as may be deduced therefrom bear- 
ing upon the intendof the Railway Company interests at the 
time of the transactions hereunder attacked. It is believed 
that, to the extent that the facts are contained in this record, 
it will be found that the circulars mentioned exhibit to those 
interested in the Power Company’s property an absolutely 
truthful and straight-forward statement of the facts of the 
situation at the end of March, 1913, which the bondholders 
should have considered for the purpose of adequately de- 
termining the best course to adopt toward the protection 
of their own interests. Among other things, it will be ob- 
served, that the Railway Company was proposing to cancel 
this $718,000 of the Power Company’s first mortgage 
five per cent. bonds; that the first proposal of the New 
York Committee was that the other Power Company 
first mortgage bonds be exchanged for an adjustmeut mortgage 
bond of equivalent amount and that, in addition thereto, the 
Railway Company issue to each bondholder twenty-five per 
cent. face amount of its common stock for each $1,000 bond. 
Not only this, but the Railway Company offered to cancel all 
of its $854,000 of the Power Company’s second mortgage 
bonds, all of the $250,000 of notes which represented the 
moneys advanced under the transactions here involved and 
also to surrender the $500,000 of second mortgage bonds held 
as security therefor. Not only this but, as the circular states, 
‘‘as further consideration for the transfer of the property of 
the Oregon Company, the [tuilway Company will, as the same 
shall be required, furnish for the purposes of the properties now 
held by the Oregon Company additional capital to the extent of 
$1,250,000” (pp. 84 and 85). The circular further states that, 
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as appears from the figures given, if the transaction were con- 
summated as proposed, the Power Company’s properties 
would have cost the Railway Company $4,316,000 face value 
in bonds and notes. 

In addition to setting forth all of the figures which might 
properly enable the bondholders of the Power Company to 
determine their best interests, the circular set forth clearly 
and in detail all of the properties owned by the Railway Com- 
pany, and the securities which were outstanding against them 
(pp. 85-87). The circular also proposed that the adjustment 
bonds should only receive interest as earned, and estimated, 
on the basis of then current earnings and “ under the present 
severe competitive and cut-rate conditions existing in Boise 
and the neighborhood,” that the adjustment bonds would 
show interest of approximately four per cent. during 1913, five 
per cent. during 1914 and six per cent. during 1915, whereas, 
under the same conditions, it was estimated that the earnings 
for the first and refunding bonds then held by the Power 
Company bondholders (those held by the Intervenors here), 
would be sufficient only to pay at the rate of 2.4 per cent. 
during 1913, two and 2.8 per cent. during 1914 and 3.6 per 
cent. during the year 1915 (p. 87). 

The circular also pointed out that the hondholders must 
consider “that, unless the work o£ the Ox Bow is completed 
with reasonable diligence, the Company’s rights there will 
abate and its entire investment therein will be lost,” which in- 
vestment at that time represented bonds to the aggregate 
amount of considerably more than $2,000,000 (p. 87). 

The foregoing statement was followed by this: 


“ As it is apparent that some definite course of pro- 
cedure must be adopted at once, the only alternative to 
the plan proposed would seem to be for the bondholders 
to take over the property and themselves finance its de- 
velopment ” (p. 88). 


In addition to the foregoing, the circular also informed 
bondholders that the Committee would arrange to procure 
funds with which to pay the April Ist coupons from the bonds 
of those who assented to the plan “and that depositors will 
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not be called upon to bear any part of the expense of carrying 
out said plan ” (p. 88). 

In view of these provisions, in all fairness and in an appeal 
to a court of conscience, particularly in face of the views ex- 
pressed by the learned trial court with respect to the value of 
the Power Company’s properties, will any sane and reasonable 
man be able to say that those controlling the Railway Com- 
pany had any intent, purpose, desire or design other than to 
do what was possible to meintain the Power Company as a 
going concern? Would they, otherwise, have consented to the 
cancellation of securities and notes aggregating $1,882,000, all 
of the security held for their notes, and have obligated them- 
selves to supply additional funds for the development of the 
Power Company's properties to the extent of $1,250,000, with 
any view to wrecking the Company or doing otherwise than 
improving its situation and increasing its value? Had the 
plan been made operative, if the estimates therein made were 
justified, instead of being barren of interest on their invest- 
ment since Apri], 1913, the bondholders would have been 
receiving a small return which, by this time, if the then 
earnings had continued and increased as expected, would 
have amounted to the original rate. Whatever other conclu- 
sion may be drawn from the matters last herein mentioned, 
can they be said to be significant of an intention in September 
and December, 1912, of terminating the business of the Power 
Company and of making away with such of the wreckage as 
was possible ? 

The Intervenors may respond to these suggestions by the 
statement that, as subsequent events disclosed, the Railway 
Company was not financially able to carry out the plan and to 
advance the additional moneys proposed. The rejoinder is 
that the financial ability of a Company of that character is 
measured by its credit. That credit was maintained until 
December, 1913, and until after the actions of the Intervenors 
had forced the appointment of a receiver of the Power Com- 
pany. There is no suggestion that those interested in the Rail- 
way Company were not able to carry out their plan for the con- 
solidation of the two companies and to supply the Power Com- 
pany with the additional funds necessary to develop its potential 
resources ; and the fact that they sustained the Power Com- 
pany during a period of nine months following the default 
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upon its first mortgage bonds can, we most earnestly submit, 
be held to be significant only of a most sincere and determined 
resolution to do everything possible to prevent those now 
represented by these Intervenors, and the two properties 
themselves, from getting into the position in which they now 
find themselves. 

We also earnestly hope that the Court may read Exhibit 
C of the intervenors’ Bill, which is a circular to the holders of 
both classes of the Company’s bonds and to its stockholders, 
in which is set forth a modified plan of reorganization. The 
circular mentions that, since sending the previous circular 


(Exhibit B), 


“the Committee has received from various parties in 
interest and considered a great variety of suggestions 
and proposals. During the past two weeks, at the in- 
vitation of the Committee, its representatives and those 
of other parties in interest, including those who have 
sold the Idaho-Oregon Company’s bonds, have con- 
ferred almost daily regarding the matter ; and, in con- 
nection with their consideration thereof, all desired 
facts bearing upon the situation have been furnished 
from the records of the Idaho-Oregon Company and 
of the Railway Company. As a result of such con- 
ferences another plan has been prepared, a copy of 
which is herewith enclosed. As you will observe, the 
plan now includes the holders of the Consolidated First 
and Refunding Mortgage 62% Bonds, as well as all 
preferred and common stockholders of the _ Idaho-Oregon 
Company ” (p. 92). 


The circular continues (p. 93) : 


“ Instead, as originally proposed, of an adjustment 
bond paying interest only as earned, the Railway Com- 
pany will create a second mortgage covering all of its 
property, rights and franchises and all of those now 
held by the Idaho-Oregon Company, to secure bonds 
which will be issued in two series, to be designated 
respectively ‘A’ and ‘B’. 

“Series A bonds will be issued to the amount of 
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$3,212,000 and will bear interest at the fixed rate of ae 
during the first, 3% during the second, 49% during the 
third year and 5% thereafter. Jn addition, they are to 
be convertible into first mortgage bonds of the Railway 
Company, par for par, after five years, in amounts of 
not less than $500,000, under the conditions more par- 
ticularly set forth in the said amended plan.” 


It will be recalled that $3,212,000 was the aggregate of all 
of the first mortgage bonds of the Power Company outstand- 
ing, including the 718. Thus, instead of an adjustment bond 
paying interest as earned, those represented by the Inter- 
venors were offered a bond with a definite lien and fixed inter- 
est rate which, after five years, would be convertible into first 
mortgage bonds (pp. 93 and (8) 94). 

It will also be observed from the modified plan that exclud- 
ing the $718,000 of bonds, the securities held by the Railway 
Company were to be made subordinate to those representing 
the bonds held by the Iutervenors and other Power Company 
first mortgage bondholders, and that Series B bonds in 
the proposed consolidated company were to be accepted 
therefor (pp. 93 and (5) 94); also that all of the out- 
standing second mortgage Power Company bonds were to be 
exchanged for Series B bonds ((4), p. 94). The Series B bonds 
were to be entitled to “no interest during the first three years 
after their issue unless and to the extent that the same shall be 
earned ;” and that, in such event, the interest was to be lim- 
ited to 5%. 

Again we ask, do these snggestions indicate a desire or in- 
tention on the part of the Railway Company interests to 
throttle or defraud those then holding the securities of the 
Power Company ? Do they indicate any campaign based upon 
the right of might and do they suggest any invitation for bim 
to take who can? To be sure, the moneys then invested in 
the Railway Company’s properties were to be secured by a 
prior lien on the combined properties, but those who had in- 
vested such money were agreeing to invest further large sums 
for the benefit of the properties of the Power Company which, 
necessarily, would have greatly enhanced their value and in- 
creased their capacity. To the extent that they also had in- 
yested in the Power Company, not only did they not suggest 
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any preference, but that they subordinate their obliga- 
tions to those of others who had invested in the Power 
Company’s securities. At that time, with the severe com- 
petition existing in Boise, it had become obvious that, 
without the strongest possible assistance, the business 
of the Power Company was doomed. Do not the facts, in 
view of such circumstances, justify the assertion that the 
Railway Company interests were actuated by a desire to 
do everything possible for the Power Company’s bondholders, 
although they had not been responsible for the sale of one 
dollar of its securities ? Not only did they offer to provide 
the means of strengthening the properties of both companies, 
but their plan provided that at the end of five years, assuming 
of course a proper increase in the earnings of the Company, 
the investment of the Power Company’s first mortgage bond- 
holders, other than their own,should be placed upon a par 
with their investment in ene Company. 

In the light of subsequent events, perhaps, the Railway 
Company interests should express their gratitude to the Inter- 
venors because their machinations rendered their plan of 
reorganization impossible of consummation! It would seem, 
however, to be a matter of grave doubt if they are alsc entitled 
to the gratitude of those whom they are assuming to repre- 
sent. Be that as it may, we confidently assert that, so far as 
they are disclosed by this record, the entire sequence of events 
following the transactions of September and December, 1912, 
fails to indicate any intention, desire or expectation on the 
part of the Railway Company interests that the Power Com- 
pany would cease to be a going concern; that any occasion 
would exist for collecting the wreckage from its destruction, 
and that such terms are justified in connection with the 
present situation of the affairs of the two companies only 
because of the destructive activities of these Intervenors. 

We will close this portion of the discussion by reference to 
Wilmott v. Loudon Celluloid Company, Law Reports, 34 
Chancery Division, 147, which is most instructive. There, B. 
and H., who were directors of the Company, B. being Man- 
aging Director, had advanced it moneys from time to time. In 
September, 1884, the Company’s plant was burned and the 
Insurance Company had admitted Hability to pay £3,000 on 
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account of the loss. ‘I'wo directors constituting a quorum, B. 
and H. immediately held a directors’ meeting and adopted 
resolutions authorizing actions to be begun at once against 
the Company in their behalf for the moneys which they had 
loaned and authorizing and instructing solicitors to immedi- 
ately appear for the Company and consent in its behalf to 
judgment. The actions were brought, judgment taken imme- 
diately by consent, garnishee orders served on the Insurance 
Company, the £3,000 obtained and applied upon the debts due 
from the Company to themselves. It also appears that, al- 
though the Company’s business was continuing, it was at the 
time, insolvent. 

The Company had issued mortgage debentures, which were 
a first charge upon all of its property, both present and future, 
except that “the company might in the conrse of its 
business deal with the property charged in such manner 
as the company might think fit.” In December, 1884, the 
debenture holders bronght an action against the Company 
and against B. and H. for the repayment of the £3,000 
and for other relief. T'wo days thereafter, an insolvency 
petition was presented and a winding up order was 
shortly made. Held, that there was no fraudulent preference 
to B. and H. and that the transaction complained of, bezng an 
fact the payment of a just debt while. the Company was still a 
goiny concern, was a dealing by the Company in the course of 
business within the condition of the debentures. 

In the course of the argument, counsel for the debenture 
holders, said : 


“Tt cannot, perhaps, be said that the Company was 
doing no business at all; but all its machinery, and the 
greater part of its stock, had been destroyed by fire, 
its landlord was pressing for rent, the company was in 
extremis, and practically was not a going concern. And 
inasmuch as the effect of this transaction was not to 
enable the company to continue its business but to 
bring the business to an absolute standstill, it cannot 
be considered as one in the course of business, which 
must mean in the course of the ordinary business of 
the company as a going concern.” 


Sal 


In considering the matter, Corton, L. J., inter alia, said : 


‘Tt is unnecessary to give any opinion as to the 
conduct of the defendants in this matter ; the question 
is, whether they were acting in the course of the busi- 
ness of the Company. * * * The Company, of 
course, means the directors, and the resolution com- 
plained of was passed at a meeting of directors at 
which a proper quorum was present * * *. The 
plaintiff has not made out that the business of the 
Company had stopped at the date of this transaction, 
although undoubtedly the Company was at that time tn- 
solvent; and Ithink we must hold that until the pre- 
sentation of the winding-up petition the business of 
the Company was going on. That being so, this deal- 
ing must be considered to have taken place in the 
course of the business of the Company, and therefore, 
* * * the plaintiff's claim cannot succeed.” 


Sir J. Hanan, among other things, said: 


‘“* No doubt, considerable prejudice has arisen as to 
this transaction from the circumstance that the two di- 
rectors who acted in the matter were interested parties. 
But considering the transaction without prejudice, it 
appears to me that the question is whether or not the 
payment of a legitimate and just debt is in the course 
of the business of the Company, and, so put, the ques- 
tion answers itself.” 


Fry, L. J., expressed the same view. 

Assuming that,if the transactions here under review can 
be said to have taken place in connection with the usual course 
of the transaction of the Power Company’s business, they 
cannot be held fraudulent as to the Intervenors, will any un- 
prejudiced mind conclude that the stipulation of the Railway 
Company for better security in connection with the agreement 
to make an additional loan of $250,000 is, morally or equitably, 
more reprehensible than the actions of the two directors in the 
case last quoted, who alone constituted the meeting of the 
Board at which arrangements were made whereby their per- 
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sonal claims for monies ¢heretofore advanced-to the Company 
were to be paid, notwithstanding that their Company 
was in fact insolvent and, by the destruction of its plant, had 
lost its capacity, for the time being at least, to carry forward 
its business and to seek to recoup its losses? If any 
dealings between a corporation and its directors can 
ever be said to give creditors, who were not thereby 
intended to be defrauded, any right of action, 
it would seem that a more flagrant case can hardly 
be imagined. As one of the judges there said, because the 
directors while representing the corporation, had dealt with 
themselves, ‘No doubt considerable prejudice has arisen as 
to this transaction.” Such prejudice will not, however, affect 
this Court, which is wholly removed from the atmosphere of 
the subsequent difficulties of both of the Companies involved, 
and we have little doubt but that, as the Court in the Willmott 
case said, when they are considered without prejudice, the 
conclusion here will be the same. 


Vv. 


The rights of the Intervenors are confined to 
their contract, which has not been violated. 


If we are correct in the conclusions expressed in the fore- 
going portions of the discussion, the decree below must be re 
versed because, (a) within the rule entitling creditors to attack 
corporate transactions, the record either discloses that the Power 
Company was wholly solvent, or, that issne not having been 
presented by the pleadings, an opportunity to meet it should 
be afforded the respondents; that (d) if we are in error in 
those contentions, the record negatives any conclusion of an 
intent to defraud these creditors, which is the only character 
of fraud of which they may complain, and (c) that the issue 
of an intent to defraud the Intervenors is not presented by 
the pleadings and is not, therefore, before the Court. 
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The brief in behalf of the Receiver of the Railway Com- 
pany points out that transactions between a corporation 
and its directors are not void but only voidable at the instance 
of some one entitled to act in behalf of the corporation. 
Strictly speaking, that question is not presented here because, 
clearly, as creditors, the Intervenors have no right whatso- 
ever to actin the Company’s behalf. The question is not if 
the Company was defrauded, but have these Intervenors been de- 
frauded which, as we have attempted to show, is a wholly dif- 
ferent thing. The burden of proving the fraud is upon the 
Intervenors and cannot be shifted by the easy method of con- 
sidering the case as though the respondents were presenting 
their bonds on distribution and requesting payment thereof, as 
the learned trial Court seemed to consider. Thus the opinion 
states : 


“The Railway Company is in reality the actor. It 
is not content with what it was thus wrongfully able to 
acquire through its control of the Power Company. It 
is dependent upon, and is here invoking, the assistance 
of a court of equity to make actually available to it the 
fruits of its wrong-doing * * *. Itis asking the 
Court to aid it in enforcing contracts the possession of 
which it obtained in a manner violative of sound prin- 
ciples of public policy and of good morals, and in that 
view it 1s quite unimportant whether the intervenors 
would have any standing as plaintiffs in an independent 
suit. Regardless of who objects or whether any one 
objects, a Court will not knowingly assist a party to real- 
ize the fruits of his wrong-doing, and under the rule 
the Railway Company must be denied the relief which 
it seeks.” 


Notwithstanding that the appareut indignation of the Court 
has carried it to such lengths, we respectfully submit that 
such views should not override the requirements of the rules 
of evidence and other rules of orderly court procedure. Had 
this coutroversy actually arisen after the sale of the property, 
the bonds held by the Railway Company, which are payable 
to bearer, would have been presented in due course to the 
Master, which presentation would have raised a presumption 
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in favor of their participation in the distribution of the pro- 
ceeds of this sale. If any one should object to such partici- 
pation, it would be necessary for him to justify the objection 
and, if it were based upon the ground that the bonds had 
been fraudulently obtained, the burden would have been upon 
the objector to make proof of lis allegations. The changed 
and imaginary situation upon which the Court lays hold for 
the purpose of justifying its conclusions cannot, in the last 
analysis, be made to deprive the Railway Company of any of 
its rights, nor can it change any fundamental principles of law. 
Accordingly, regardless of the actual or imagined conditions 
under which the question arises, unless the Intervenors have 
made clear proof of the intent of the Railway Company inter- 
ests to defraud them and unless that issue was tendered by 
their Bill, the decree is wrong, fundamentally and grievously 
wrong ; and it cannot be made right by any shifting or as- 
sumed or pretended changing of the situation. 

Without again citing or again quoting authorities to which 
we have heretofore referred, it is obvious that a creditor’s 
claim against a corporation must, like every other legal 
claim, be grounded upon contract or tort. The claims of the 
Railway Company here are based upon contracts, which, in 
the case of that of September, 1912, has been fully executed 
by both parties thereto, and, in the case of that of December, 
1912, has been fully executed by the Railway Company and 
has been executed by the Power Company to the extent of 
exchanging 218 of the first mortgage 5 per cent. bonds of the 
500 which it thereby agreed to exchange. Accordingly, under 
the conditions assumed by the Court, these 718 bonds have 
been presented to the Master claiming their distribative 
share in the proceeds of the sale. The Intervenors object 
and as a ground of objection assert that the Railway Company 
should not participate in the proceeds of the sale because it 
acquired the bonds by taking advantage of its influence over 
the Power Company. The Railway Company responds that 
the assertion is untrue, but, whether true or not, it is not the 
affair of the Intervenors, whose bonds were issued under the 
terms of the mortgage of April 1, 1907, each of which states 
that each bond is one of a series “of like form, tenor and 
effect” amounting in the aggregate to $7,000,000, the pay- 
ment of all of which, with interest, ‘is equally and ratably, 
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and without preference of one bond over another, secured by 
a trust deed or mortgage”, etc., which trust deed is made a 
part hereof” (pp. 383 and 384); that, after describing the 
property, the mortgage or deed of trust provides that the con- 
veyance is 


“an trust, however, for the equal and proportionate 
benefit and security of all present and future holders of 
the bonds and coupons issued and to be issued under 
and secured by this indenture, and for the enforcement 
of the payment of said bonds and coupons, when pay- 
able, * * * without preference, priority or dis- 
tinction, as to lien or otherwise, of any one bond over 
any other bond by reason of priority in the issue or 
negotiation thereof, so that each and every bound issued 
and to be issued as aforesaid shall have the same right, 
lien and privilege under this indenture, and so that the 
principal and interest of everv such bond shall, subject 
to the terms hereof, be equally and proportionately 
secured hereby, as if all had been made, executed, de- 
livered and negotiated simultaneously with the execu- 
tion and delivery of this indenture ; it being intended 
that the lien and security of this indenture shall take 
effect from the day of the date hereof, without regard 
to the date of actual issue, sale or disposition of such 
bonds, and as though upon the day of such date all of 
said bonds had been actually issued, sold and delivered 
to, and were in the hands of innocent holders for value ”’ 


(p. 386). 


The Railway Company further shows that the mortgage 
also provides that the bonds issued thereunder shall not be- 
come obligatory until they shall have been authenticated by 
the certificate of the Trustee endorsed thereon. Other pro- 
visions follow, referring to the use to be made of bonds of 
specified amounts (pp. 387 to 390). Of such bonds, Nos. 2501 
to 3050 inclusive, were set apart for the purpose of paying off 
and retiring underlying bonds covering the properties of the 
Electric Power Company, Ltd., and the Boise-Payette River 
Electric Power Company. Of these, the Railway Company 
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holds $24,000, face value, being Nos. 2501 to 2514, inclusive, 
and Nos. 2525 to 2534, inclusive (p. 397). 

The mortgage further provides that the remainder of the 
bonds, being Nos. 3051 to 7000, inclusive, shall be held by 
the Trustee until certified and delivered to the Company from 
time to time for (a) the purchase or acquisition of other prop- 
erties, and (6) for the payment of outstanding indebtedness 
secured by lien on any properties thus purchased, and (ec) “ for 
90% of such amounts as may be after this date actually ex- 
pended by the said Company in additions, improvements, ex- 
tensions, enlargements, equipments or betterments to any of 
its plants or property now or hereafter acquired” (pp. 390 to 
393). All of the remaining bonds held by the Railway Com- 
pany have been issued under one or the other of the three 
last-mentioned provisions of the mortgage (pp. 397 to 398). 

The Railway Company, therefore, replies in substance that 
the bonds which it holds were issued under the same mort- 
gage as that which secures the bonds held by the Iutervenors 
were concededly issued in accordance with its terms and pro- 
visions ; that the Intervenors are bound by those terms and, 
therefore, have no standing to contest the right of the Rail- 
way Company to participate in the security. The Intervenors 
rejoin that the Railway Company procured its bonds by fraud ; 
the Railway Company responds that such fact is of no im- 
portance as between the intervenors and the Railway Com- 
pany, unless the Intervenors show that the fraud was per- 
petrated upon them and that the transactions were had with 
intent to hinder, delay and defrand them. 

Disregarding all forms of procedure and looking only to 
the substance of the situation and assuming, for the purposes 
of argument, that the issues are presented upon application in 
connection with the distribution of the proceeds of the sale, 
the foregoing presents the sequence of the claims and counter- 
claims which lead to the issue which the learned Trial Court 
has determined (although not presented by the pleadings) and 
leaves the burden upon the Intervenors to establish not only 
the frand but that it was committed upon them. If, in the 
previous portions of this brief, we have disposed of that issue 
favorably to the Railway Company, it is unnecessary to pro- 
ceed further. From our point of view, however, the matter 
can be made so perfectly clear by considering the contract 
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rights of the parties, that we have done so, with the result 
that, both upon reason and authority, it appears to us that un- 
biased minds should find it impossible to reach divergent con- 
clusions. As we read the opinion of the learned Trial Judge, 
he was sufficiently impressed with the argument upon this 
head to himself develop the frand theory and ultimately to 
rest his conclusions thereon. 

In considering this point, we again call attention to the 
fact that the record contains no evidence showing when the 
intervenors became creditors of the Company ; that they ac- 
quired a very large proportion of the bonds which they con- 
trol after their bill was filed, and that it is a general rule of 
law that one who becomes a creditor of a corporation after the 
acts of which complaint is made has uo standing to attack 
such acts. 


Toledo, etc., Le. PR. Co. v. Continental Trust Co., 95 
Federal, 497. 


It is obvious that the only classes of persons, who, by 
any chance, can have any interest in the transactions in ques- 
tions are, 

(a) Stockholders of the Power Company, 

(6) General creditors of the Power Company, 

(c) Holders of the First and Refunding Bonds, 

(2) Holders of the Consolidated or Second Mortgage 
Bonds. 

Taking up these seriatzm, one of the Intervenors’ asser- 
tions is that, since the Railway Company held practically all 
of the capital stock of the Power Company, stockholders. 
could not complain. Discussion under this head is bootless, 
however, because, to the extent that the Railway Company 
controlled the stock of the Power Company, it was, of course, 
entitled to ignore its rights in that regard in any manner that 
it saw fit. 

As no general creditors are complaining, no purpose can 
be served by considering their rights or interests. 

In this connection, however, we deem it pertinent to make 
further reference to the opinion of the learned Trial Judge 
_for the purpose of disclosing the extent to which, in de- 
termining these particular issues, he found it impossible to. 
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limit consideration thereof to this particular, record. Thus, 
his opinion states (p. 490 ): 


“ From what fund the certified expenditures on ac- 
count of capital were made does not appear (this state- 
ment is erroneous, as we shall hereafter show), but that 
for the protection of their security they were interested 
in having these bonds honestly used for the benefit of 
the estat - becomes apparent, when the fact is noted, as 
shown by the record here, that preferential claims for 
labor and supplies, ror the maintenance and operation of 
the property, aggregating an amount relatiyely of great 
magnitude, ure nein apts for allowance, af foust one 
of which the Railway Company itself is presserg, and 
which, if established, will substantially reduce the value 
of the intervenors’ security. These and other considera- 
tions strongly persuade me to the view, etc.” 


So far as we can ascertain, the claims to which the learned 
Judge refers are not shown by the record here, yet he states 
in so many words that the fact of their pendency persuades 
him to the views which he expressed. Though the preferen- 
tial claims mentioned were a part of this record, it 1s incom- 
prehensible to us that their assertion can or should in any 
manner affect the conclusions to be here reached, except inso- 
far as they might tend to suggest that, if allowed, a deficiency 
would exist in the security of the First Mortgage Bondholders. 
Mention of their existence in that connection was unnecssary, 
however, because, in his entire opinion, the Court had 
assumed that such a deficiency would ,result and, in 
order that the issues might not be unnecessarily 
clouded, counsel for the Railway Company’s’ Re- 
ceiver had, at the trial, apparently acquiesced 
in that assumption. If the preferential claims are valid, they 
will, of course, be allowed ; if invalid, they will not be allowed. 
Their allowance or disallowance can, however, have no eftect 
upon the fundamental questions here at issue because, whether 
or not the contracts of September and December, 1912, had 
been made, non constat but that the preferential claims would 
have existed, and their magnitude and the principles upon - 
which they will be allowed or disallowed have not, so far as 
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can be judged from any evidence in this record, been affected 
by the contracts under consideration. 

Of the parties possibly interested in these issues, there is 
left, therefore, the holders of the bonds issued under the two 
mortgages. As all of the Second Mortgage Bonds except 
$166,000, the holders of which do not complain, are held by 
the Railway Company, it is apparent that the Railway Com- 
pany combined in itself practically all classes of rights and 
claims which are affected by the questions involved herein, 
except the First and Refunding Bonds. 

Regardless of all questions of insolvency and fraud, what, 
then, were the rights of such Bondholders? Surely in the 
absence of any fraud practised directly upon them, they must 
be found within the four corners of the contract or contracts 
which they have made. These contracts are set forth in the 
bonds and in the Trust Deed or Mortgage which 
secures them, the material portions of which have 
hereinabove either been quoted or called to the atten- 
tion of the Court. The only fiduciary relationship 
involved in these contracts is that which the mortgagee or 
trustee assumes. So far as the mortgagor and the bondholders 
are concerned, the relation is solely that of debtor and creditor 
and is wholly measured by the terms of the contract. As no 
claim is here made against the Trustee under the mortgage, 
there remains for consideration only the relationship of the 
mortgagor and the bondholders. 

The principal stipulations of the contract concern the ag- 
gregate of the obligations which the Company is entitled to 
create thereunder, the security which the holders of the bonds 
are to receive, the rate of interest which is to be paid, and the 
time and manner of its payment, the duration of the obliga- 
tions, and the rights of the holders of the bonds in ease of de- 
fault. Practically all additional provisions of such instru- 
ments deal with some detail of these principal points. As 
modern business conditions are becoming more complex, the 
elaboration of such details is becoming more pronounced. 
Many provisions now found in such instruments are of recent 
evolution and, for that reason, have not yet undergone con- 
elusive judicial construction. Among these are clauses en- 
titling the mortgagor to increase the aggregate of bonds out- 
standing in some proportion as the value of the property com- 
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ing within the hen of the mortgage increases. These pro- 
visions are, however, just as mueh a part of the contract be- 
tween the mortgagor and the bondholders as any other pro- 
visions of the bond or of the mortgage and the respective 
rights of the parties, insofar as they relate to such provisions, 
must be determined thereby. 

We have already pointed out the provisions of the contract 
under which all of the bonds were to be issued, have called 
attention to the fact that the Power Company has scrupulously 
adhered to their terms and that, accordingly, the bonds here in 
question were issued only after the security for those held by 
the ntervenors had been increased in the manner and to the 
extent stipulated. Thus, with the exeeption of $24,000 thereof, 
which were issued to reimburse the Company for monies ex- 
pended by it in retiring an equivalent amount of underlying 
bonds, and $52,000 thereof issued in connection with the pur- 
chase of additional plants and property, all of the bonds in 
controversy were issued for 90% of the sums expended by the 
Power Company for improvements and betterments. In other 
words, 652 of the 718 bonds were issued for 909% of the sums 
expended for improvements and betterments. This means 
that, before these bonds were certified, the intervenors’ secu- 
rity had been enhaneed as follows : 


Cost of improvements and betterments -.--..------ $724,445 
Under! yitie, Detdag inl’... .-._.8..-2e222=5 2 eee: 24,000 
Additional plants and properties purchased..--.--- 52,000 

GURNEE a see $800,445 


The total nuinber of First Mortgage Bonds outstanding, in 
addition to the 718, is $2,494,000. In other words, from some 
source, the security of the intervenors and other bondholders 
had, before these bonds were issued, been inereased to the 
extent of substantially 334°. If, prior to the issuance of 
these bonds, their security was adequate, surely the 
issuance of $718,000 of bonds agaimst — property 
of a cost value of more than $800,000 «did 
not depreciate that security, while if the security was then in- 
adequate, it was inereased to the extont of the proportionate 
interest of the other bondholders in $72,445, which measures 
the difference between the cost of the betterments and im- 
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provements against which a part of the bonds were issued and 
the face amount of the bonds issued against the same. It is 
clear, therefore, that, upon no possible theory can the issuance 
of these bonds be shown to be detrimental to the interests of 
the bonds represented by the intervenors, unless they are to 
be given the benefit of the expenditure of more than $800,000, 
supplied by others than themselves, to which they did not 
contribute one penny. That, in its baldest terms, is the posi- 
tion of these intervenors. If it be equity, having in view the 
contract obligations of the parties, we confess that we are un- 
able to understand what may properly be termed iniquity. 

The great difficulty of the Trial Court was that, subcon- 
sciously, he was affected by conditions obtaining at the trial of 
these issues, whereas the validity or invalidity of the trans- 
actions must be determined as of the time when they took 
place. They were then legal or illegal, proper or improper, 
fraudulent or not fraudulent ; and, except insofar as they may 
properly influence the conclusion as to the intent of the par- 
ties at the time, subsequent events must be entirely dis- 
regarded. 

Suppose that the underlying bonds represented by $24,000 
of the $718,000 in bonds had never been retired; that the 
plants represented by $52,000 of the bonds had never been 
acquired, and that the betterments and improvements costing 
$724,000 had never been made. Obviously, this controversy 
would not have existed. In that event, however, does any 
suggestion or fact in the evidence affirm that the intervenors’ 
bonds would, proportionately, have been better secured than 
is the case under existing conditions, and with the 71S addi- 
tional bonds outstanding? As above stated, is not the only 
reasonable conclusion from the facts that, because of the 90 
per cent. clause, such bonds are now better secured and, there- 
fore, that the intervenors will realize more thereon than 
though the property represented by the 71S additional bonds 
had never been acquired? And if these inquiries must be 
answered in the athrmative, upon what possible theory can 
these intervenors have been disadvantageously affected by the 
issue of such bonds ? 

The intervenors pretend to appeal to a Court of Equity on 
the broadest grounds, yet the substance of their appeal is that 
the Court give them the advantage of the expenditure of more 
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than $800,000 of others’ monies and their assertion is that, 
unless that appeal be granted, forsooth, a fraud will have been 
done them. Is it possible that such a position can stand the 
test always applied by a Court of conscience? If so, truly 
things are becoming topsy-turvy, and, it would seem to us, 
too much conscience, if not too much learning, is making some 
of us mad. 

Without again referring to the particular language of the 
contract providing for the issuance of these bonds, its intent 
appears to us to be perfectly clear and, therefore, to be sus- 
ceptible of no misconstruction. Its effect is that by complying 
with the required details, whenever the Company desired to 
retire any underlying bonds, it might issue for the purpose 
First and Refunding Bonds of a face amount equivalent to 
those to be retired ; that whenever the Company acquired or 
desired to acquire additional property, by complying with the 
details prescribed in that connection, it might issue under 
said mortgage bonds of a face value equivalent to the value of 
the property acquired or to be acquired, and that whenever it 
had made expenditures for improvements and betterments to 
to an amount greater than the face value of any of the un- 
issued bonds, by evidencing such expenditures to the trustee 
in the manner stipulated, additional bonds might be issued to 
the extent of 90 per cent. of such expenditures. The lan- 
guage is so plain aud comprehensive that no discussion of 
these provisions of the contract is required for the purpose of 
demonstrating that everyone who acquired a bond secured by 
the mortgage agreed in terms that additional bonds, issued as 
therein prescribed should, so far as concerned sharing in the 
lien or security of any and all property at any time covered 
by the mortgage, be upon a plane of equality with that of his 
own bond. 

Such being the contract, if it is observed by the mort- 
gagor, what possible interest has any bondholder in the use 
which is made of any other bond, after its proper issue? 
The holder of the first bond disposed of by the mortgagor 
understood clearly that, up to the limit provided by the con- 
tract, upon compliance with its terms, additional bonds could 
be issued; and the holder of each bond subsequently disposed 
of accepted the samo with a similar understanding. Accord- 
ingly, by accepting the bonds which they hold, each and all of 
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the intervenors agreed that the 718 bonds might be issued by 
the mortgagor at the times and under the circumstances and 
conditions which surrounded their issue. Having made that 
agreement, since it compasses their entire rights in the premi- 
ses, upon what possible contract theory can they exert rights 
beyond the terms of their contract? They concede that the 
trustee has observed all of its duties toward them in connec- 
tion with the issuance of the bonds and, therefore, they con- 
cede that the mortgagor has received and placed under the 
lien of the mortgage all of the additional assets which it 
agreed with them that it would receive and subject to such 
lien before the additional bonds were issued. Having thus 
exactly performed its agreement with them, how can they be 
heard to complain with respect to any disposition of the bonds 
by the corporation, when they agreed that it might issue them 
as soon as their security was enhanced to the required ex- 
tent? 

Cannot the question be reduced to its simplest form by sat- 
isfying ourselves as to the ownership of the bonds when they 
were certified and delivered to the mortgagor ? Surely no 
justification exists for any claim that they were the prop- 
erty of the intervenors ; and can anyone suggest any theory 
upon which they could have become the property of any 
other than the mortgagor? Having become its property, 
were they, while in its possession, impressed with any trust 
for the benefit of anyone and, if so, for whom? Having 
fully performed its contract with the intervenors, what pos- 
sible basis is there upon which can be raised a claim that, 
when the bonds were issued to the mortgagor, they were 
received by it charged with any trust in dehalf of the inter- 
venors ? 

If trust there were, how do we discover the beneficiaries ? 
Having acquired the bonds under a contract with the trustee 
under the mortgage and with the other bondholders, what 
different relationship did the mortgagor bear to the prop- 
erty so acquired than to that which it acquired under any 
other contract which it made in connection with the per- 
formance of its corporate functions ? Unless there be a re- 
sponse to these inquiries other than that which we have been 
able to discover, the bonds became the absolute property of 
the mortgagor, to be utilized by it in furthering its general cor- 
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porate enterprise, in the same manner and to the same extent 
as did all other property which it acquired. In the last analysis, 
is not the response of the intervenors to these propositions only 
that the Power Company sold the bonds at too low a price? 
And if this be the situation, are the rules which determine 
the rights and liabilities following such a disposition any 
other or different than those which determine the rights and 
liabilities following the disposition of any other corporate 
property ? 

If our reasoning to this point is accurate, the intervenors 
have no claim against the Railway Company, because the 
contract with them was rigidly observed and they have no 
rights beyond its terms. It follows, therefore, that had the 
bonds been distributed gratis among the directors the rights 
of the intervenors would not have been afiected, and, conse- 
‘quently, they would not have been entitled to contest the title 
of the donees. We here present the baldest and most aggra- 
vated transaction which, short of the commission of a crime, 
can be imagined in order to illustrate the fundamental nature 
of the proposition which we are advancing. Lest the sugges- 
tion impress the judicial mind as abhorrent, we hasten to add 
that the intervenors could not have complained of such aggra- 
vated dereliction of duty, because they were not harmed 
thereby, and, therefore, had no interest therein. They are, in 
no sense, the guardians of the public morals nor of the rights 
and interests of the mortgagors, stockholders, general creditors 
or of the other holders of the consolidated bonds, which, 
together, constitute all of those who could, by any chance, 
have any interest in such illegal acts of the directors. 

Although, upon principle, we could perceive no escape 
from the soundness of these propositions, at the time of the 
argument below, although submitting cases which illustrated 
the principles involved, we were not able to supply the learned 
Trial Court with judicial authority dealing with a state of 
facts precisely analogous to those here present, so far as the 
contract rights and interests of the intervenors are concerned. 
Fortunately, we are now able to do so in a case which, we are 
happy to say, exactly supports our reasoning. 

Bank of Toronto v. Cobourg, etc., Ry. Co.,10 On- 
tario, 376. 
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This case is so directly in point that we will quote from 
the report thereof at length, fearing lest the volume itself may 
not be available to this Court. 

At the outset, the report states: 


“The circumstances out of which the present appeal 
arose fully appear from the judgment of the Master-in- 
Ordinary, which was delivered by him on January 8, 
1885, and was as follows: 

“Mr. Hodgins, Q. C., Master-in-Ordinary. The judg- 
ment directs an inquiry as to who other than the 
plaintiffs are the holders of the bonds of the same 
class of the defendant Company, and an account of 
what is due to such bondholders. 

“These bonds * * * are declared to be a first 
charge upon the property of the Company. The de- 
bentures were intended to be issued at a discount, and 
several of them were so issued, but others were taken 
by some of the present holders at par.” 


The Master then states that debentures were issued to 
three persons named to the extent of $156,000 face amount, 
out of a total issue of $300,000, and that the $156,000 were 
issued ata discount of 25%, for ‘‘monies obtained by the 
defendant company on the discount of notes made or endorsed 
by these parties for the benefit of the company.” 


“At the time the proceeds of this discount were re-. 


ceived by the Company, the Schoenbergers and Butts 
(those to whom the questioned bonds were issued) 
were directors of the defendant Company. * * * 

“The plaintiffs contend that these parties * * * 
as being directors * * * can only claim the amount 
actually advanced by them to the defendant company ; 
that they could not, as such directors, sell these de- 
bentures to themselves at a discount, nor could they 
elaim to hold them ata profit beyond what the com- 
pany owed them on the notes discounted for its 
benefit.” 


After stating that the act under which the debentures were 
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issued authorized their lawful issue at a discdunt, the Master 
continued : 


“The Act also makes these debentures a first charge 
on the property and franchises of the company, without 
preferment or priority of any one debenture, so to be issued, 
over any other debenture so to be issued. It further gives 
the debenture holders the right to foreclose. * * * 

“The judgment provides for a sale instead of a fore- 
closure; but that cannot be held to alter the statutory 
rights expressly given to these debenture holders by 
the Act. 

“The plaintiffs as debenture holders are creditors 
of this company of the same class as the directors re- 
ferred to. There is no fiduciary or trust relation between 
the plaintiffs and these directors, which would entitle the 
plaintiffs to invoke the equitable jurisdiction of the Court. 
As directors of the company they owed no trust or 
duty to the co-holders of debentures which would com- 
pel them to hold or dispose of these bonds or deben- 
tures for such co-debenture holders. These directors 
obtained a title to these debentures before the plaintiffs 
became debenture holders. The plaintiffs, therefore, 
had no beneficial interest or claim in the debentures 
when these directors obtained theirs. 

‘“ All holders stand on the same footing, inter se, 
as creditors of the Company. Each debenture holder 
knows that he holds part of an issue of debentures for 
$300,000 part passu with other holders ; that they are 
all alike as to payment, rate of interest, and remedy ; 
that there is no priority among them, and that they are 
in every way placed on an equality as between them- 
selves. 

‘“« The parties whose property is chargeable with, or 
which may be foreclosed or sold to pay these deben- 
tures—the company or its shareholders—are the proper 
parties to complain of these directors ; but they do not 
complain. They, as the cestuis gue trustent of these 
directors, are alone entitled to any profit, if profit there 
be, acquired by them as their trustees. 

‘No case has been cited to shew that any such 
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claim of a céstuif que trust vests in, or can of right be 
enforced by, the creditors of such cestuc que trust, as 
these plaintiffs are. And it is well settled that a trus- 
tee’s claim against a trust estate cannot be enforced by 


the creditors of such trustee (citing). 
3 Be 


* x * x ge * 


“ A similar rule prevails in the jurisprudences of 
the United States. 

“The purchase by a trustee of property of his 
cestuz que trust is voidable at the option of the latter. 
But he may affirm the sale, or not impeach it; and if 
regular in other respects, it cannot be questioned by 
third parties on the ground of its being a purchase by a 
trustee. It is the fiduciary relation to the beneficiaries 
of an estate which prevents the trustee from purchasing 
the estate. But a violation of his duty in this respect 
may or may not be questioned, at the option of the 
beneficiaries, but not by persons who have not that 
relationship to the trust estate; Baldwin v. Allison, 45 
Minn., 25. 

“So where the administratrix of an estate fore- 
closed (or sold under process of a court) certain lands 
which had been mortgaged to the intestate, and pur- 
chased the lands for herself, it was held that although 
the sale might be set aside by the heirs, its validity 
could not be questioned by the creditors of the estate 
(citing). 


“Nor is the assignee ofa beneficiary or cestui que 


trust entitled to an account against trustees for a breach 
oi trust, or to apply to a Court to avoid transactions 
between such cestwz que trust and his trustee, on the 
ground of the fiduciary relationship between them ; [ill 
v. Doyle, L. R., 4 Equ.ty, 260; Rice v. Cleghorn, 21 
Indiana, 80. In the latter case the Judge said: ‘ The 
purchase of trust property by a trustee is not void, but 
may be avoided by the cestui que trust within a reason- 
able time, in a direct proceeding for that purpose; but 
such a result cannot be effected at the suit of a third 
person.’ 

‘Nor can one who holds possession of the trust 
estate, under the cestut qui trust, invoke the fiduciary or 
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trust relation to impeach a wrongful purchase made by 


the trustee of such trust estate” (citing). 
c * 


* * * * * 


“ Besides, these directors are here as creditors en- 
forcing their rights as such. SRightly or wrongly, as 
between themselves and the company, they have posses- 
sion of these debentures as creditors, and this proceeding 
is not a proceeding to make them account as trus- 
[OCS ee 

“In no sense, therefore, can these directors be held 
to be trustees or agents for the plaintiffs or other co- 
debenture holders, or bound by any fiduciary or trust 
relation to account to them for their acquirement of 
these debentures.” 


The report then states that the Master fixed the sums due 
the directors and their representatives, as bondholders, at the 
principal amount of their claims with interest ; and that there- 
upon, the plaintiffs appealed from the report of the Master, on 
the ground, as set out in the appeal, 


“That the said Master should have found and 
reported that the said parties were not entitled to rank 
upon the estate of the said railway company in re- 
spect to the said bonds and interest, but if entitled at 
all they were oniy entitled to be paid the amounts 
actually advanced by them to the said company in 
respect to the same, and the said Master erred in allow- 
ing the said parties to prove as creditors tu the full 
amount of the face value of the said bonds.” 


The report then gives at some length the arguments of 
counsel ; from which it is interesting to observe that, for the 
appellants, it was insisted that, “If the Master is right, the 
company might have handed over these debentures as a gift, 
and yet we could not object because the company is not 
objecting.” 

Also that, ‘‘ We are entitled to say that in the hands of the 
directors these bonds form no debt against the company at 
all. At the same time we are willing to concede that they 
succeed to the extent of the monies actually advanced by 
them.” 
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The defendants responded to the effect that, ‘‘ If the com- 
pany has to raise money to carry on its business, and if it has 
to issue debentures in order to pay its debts, must it not pay 
these debentures ? Is not paying these debts part of the busi- 
ness of the company? * * * There being a good legal 
consideration, why should we not hold the debentures? * * * 
In the Master’s office the defendants desired to shew that the 
full amount was not advanced. ‘The company has never 
questioned these transactions, and the company is a party 
here.”’ 

In reply the appellants argued that, 


“ ‘The plaintiffs’ position is not identical with that 
of the respondents. The plaintiffs have only claimed 
to hold debentures held by them as security for what 
is actually due them. The respondents claim the full 
amount due on the face of their bonds and interest 
upon them. The Act makes all the debentures a charge 
without preference or priority, but the effect of the 
directors’ action is to give these respondents a prefer- 
ence and priority. The plaintiffs have advanced 
$80,000 and the defendants only $40,000, yet the 
Master has found larger sums due the defend- 
ants than the plaintiffs, thus giving the defendants 
a preference. The defendants cannot charge the lands 
of the company for any greater sum than they actually 
advanced in respect to the debentures actually held by 
them, and interest thereon. If the debts of the com- 
pany had not been paid by the advances of the defend- 
ants, the creditors could only have recovered the amount 
due them. The claim of the defendants under the 
debentures is substituted for the claim of the creditors 
who have been paid by the advances, and cannot be 
enforced against the property of the company to any 
greater extent than could the claims of the creditors 
which have been paid.” 


In confirming the conclusions of the Master, the Chancellor 
said : 

“This action was brought by the plaintiffs in a 

representative capacity, and on behalf of all holders of 
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the debentures of the railway company: The respond- 
ents in this appeal were, therefore, substantially plaint- 
iffs, as being holders of some of these securities, and it is 
not competent for the plaintiffs on this record to attack 
their status, and say that they cannot prove for anything. 
Though the argument was pressed thus far, it was 
nevertheless conceded that the bank was willing that 
the respondents should prove for so much of the money 
advanced by them as went into the road, or for its 
benefit; but it is disputed that they should prove for 
the face value of their debentures. The transaction 
between them and the managing director whc was em- 
powered to act for the company, is to be looked at. 
The bargain was, that they should take their securities 
in satisfaction and payment of their claims against the 
company. This involved a transfer of the debentures 
at some discount, but whatever this was, the transaction 
was not ultra vires, nor was it in any sense void. The 
company does not complain of it, nor does any share- 
holder. This being so, it is, in my opinion, not com- 
petent for the holders of other debentures of the same class 
to impugn the respondents’ position. 

“The complaint is, that the directors abused their 
position so as to get an advantage at the expense of the 
company. If this be so, it is for the corporation 
or its corporators to complain. To permit the bank 
to attack on this ground, would be to recognize the 
validity of the transfer of a right of action to complain 
of a fraud, actual or constructive. * * * 

“This same view was upheld in Greenstreet v. 
Paris, 21 Gr., 229, which involved the consideration of 
dealings between a director and his company, and it 
was held that if the security which he took was capable 
of being confirmed by the shareholders and they did 
not nor did the company object, it was not for an out- 
sider to complain.” 


As further authority that third persons have no standing 
to require the performance of a fiduciary obligation, we 
may refer to Fisher v. Mclnerney, 137 Calif., 28, where the 
real property of a judgment debtor was sold under execution. 


Ill 


Near the end of the period of redemption, the certificates of 
sale were purchased by his attorney for almost exactly the 
amount necessary to redeem and the attorney's nominee took 
the conveyauce. He did not object. Held that even though 
the debtor were insolvent, his judgment creditors could not 
set the purchase of the certificates and the conveyance aside 
on the ground of the fiduciary relation between the judgment 
debtor and his attorney. 

In Le Regent's Canal lronworks Company, 3 Chancery 
Division, 43, is also an authority which we did not find in 
season to submit to the learned Trial Court; and the princi- 
ple of which is directly in point. There, the Ironworks Com- 
pany duly authorized the issuance of mortgage debentures for 
£25,000, to consist of 100 debentures of £250 each, and au- 
thorized their issue at 95. Sixty of the debentures were taken 
up by different persons and the remaining 40 were pledged to 
trustees as security for a loan made the Ironworks Company 
by the Financial Society. 

The debentures were charged upon all the lands, property 
and effects which the Company held or possessed, or should 
hold or possess; and each debenture stated that it was part of 
an issue of 100 debentures of £250 each. 

Upon the winding up of the Company, the Financial So- 
ciety claimed the entire face amount of the debentures which 
it held in pledge, to which objection was made by the holders 
of the other 60 debentures, who claimed, inter alia, that, since 
the authorization of the debentures required them to be sold 
at 95, the Ironworks Company had no right, as against those 
who purchased their bonds at 95, to issue the others upon a 
different basis and, accordingly, objected to their participation 
upon an equality with those purchased at 95. The decree 
below having gone against the holders of the 60 debentures, an 
appeal was taken, which was heard by James, L. J., MELLISH, 
L. J. and Baacattay, J. A. James, L. J., among other things, 
said : 


“The position of the Appellants is this: They are 
the owners of six-tenths of an aggregate mortgage of 
£25,000. They became the owners of that six-tenths of 
the debenture debt wth full notice that the company in- 
tended to deal with the other four-tenths as they might be 
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advised. ‘The company has accordingly-dealt with the 
other four-tenths by making it a collateral security for 
the sum of £8,000 and interest at 10 per cent. That 
was the bargain between the /inancial Society and the 
company. The company could not recede from that bar- 
gain, and L cannot see that there is any equity on the part 
of the holders of the other six-tenths of the mortgage debt 
to alter the bargain between the debtors and the cred- 
TOUS ae 

‘The Respondents have got this four-tenths of the 
mortgage debt quite as much as the Appellants have 
got the six-tenths, and the mode in which that four- 
tenths is to be applied is governed by the instrument 
which was executed between the company and the cred- 
itors.” 


Me .uisuH, L. J., among other things, said: 


‘“‘ It appears to me that the proper way of looking 
at this case is to inquire what was the bargain with 
respect to these debentures as between the Jronworks 
Company and the financial Society, and then to in- 
quire whether the other debenture holders have any 
equity to prevent that bargain from being carried into 
effect. Now, as between the company and the society, 
there is no doubt that the debentures were to be a col- 
lateral security for the money which was lent upon the 
promissory note and the interest. That was the bar- 
gain between them, and one of the terms of the bargain 
was that the Financial Society was to be entitled to 
sell the debentures. Mr. Glasse argues, in the first in- 
stance, that because the resolution of the directors was 
that they should be issued at £95 and at 6 per cent. 
interest, they could not be issued on any other terms. 
But that was nothing more than a resolution of the 
directors, and they were perfectly competent to vary 
that resolution, and to issue them in any other way. 

“Then the real question is: have the other de- 
benture holders any equity to prevent that bargain from 
being carried out? The rights of the other debenture 
holders depend solely on their debentures, and they have 
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nothing to do with the resolution of the directors as to 
the terms on which the debentures were to be issued. They 
can claim no greater rights than the debentures give 
them. The debenture says that the whole number is to 
be 100. The Appellants have got sixty, and they are 

wel athto have an equal security. They took theirs by giv- 
ing no doubt £95, and getting £100 security for each 
£95 that they advanced. Those were the terms, and 
they left it open to the directors to issue the others on any 
other terms they might think advisable. I do not see 
any reason why they should complain of the terms upon 
which the directors did issue them, namely, as a col- 
lateral security for the payment of the notes and in- 
terest. They are not injured, as the debentures cannot 
be pard twice over —they can only be paid once.” 


Another case illustrating the principle is //odge’s Appeal, 
84 Pennsylvania State, 359. There, Harmon executed to trus- 
tees a mortgage on certain of bis property to secure 200 bonds 
of $500 each. Two bonds were sold and duly assigned to 
Hodge. The other 198 bonds were delivered by Harmon to. 
Whitney as security for indebtedness. The amount of the in- 
debtedness was not known except that it was in excess of 
$50,000, which was more than could be realized from a pro- 
rata distribution of the proceeds of the sale of the mortgaged 
premises. The 198 bonds appeared not to have been properly 
endorsed, and Hodge contended that, inasmuch as he was a 
bona fide holder for value, he should be paid in full before 
Whitney could claim any part of the funds, because Whitney 
was not such a holder; that when Whitney obtained the bonds 
from Harmon, his entire indebtedness did not exist ; that the 
record did not show what indebtedness there was at the time 
they were delivered ; that they were not delivered as security 
for any money or credit obtained by Harmon at the time of 
their delivery ; that they were not transferable by delivery 
but only by endorsement as stipulated in the bonds ; that the 
right of the holder of bonds 1 and 2 is superior to any equities 
which may have been created between Harmon and Whitney 
by the delivery of the remaining 198 bonds, and also that the 
equities of the holder of said bonds are superior to the equi- 
ties of Whitney. It appeared that, by their terms, the holder 
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of each of the bonds was entitled to the security of the mort- 
pace. 

The auditor found in favor of Hodge and awarded him the 
full face amount of his bonds. Whitney excepted, the court 
sustained the exception and directed that the fund should be 
distributed pro rata among all of the bondholders. From the 
decree entered on this decision, Hodge appealed. ‘The Ap- 
pellate Court affirmed the decree, saying: 


“The mortgage is a security for the whole number, 
and for each and every bond recited in it. By the 
terms of the instrument they stand in eqnal protection. 
Each bond, therefore, carries only a fractional interest of 
$500 in the property mortgaged. The fund arising 
from the sale of the property is its representative, and 
is owned by the bondholders in the same proportion. 
From the terms and nature of the mortgage, the tine 
and manner of the trausfer of each are not material; the 
only real question being whether each holder is entitled 
to it.” 


We think that the language of the court in the case last 
cited to the effect that each bond carries only a fraction of in- 
terest, to the extent of the face amount thereof, in the property 
mortgaged is not only absolutely sound, but is most apt as in- 
dicating the respective rights of the bondholders under the 
terms of the mortgage contract. 

Neither of the three cases last cited were in our brief 
below. It did, however, contain other cases, absolutely 
analogous in principle, but which the learned Trial Court 
did not mention nor seek to distinguish in his opinion, no 
doubt because of the fact that he disposed of the issues upon 
the ground that the Power Company was insolvent and that 
the contracts were made with intent to defraud these In- 
tervenors. 

The first case is Atwood v. Shenandoah V. . Co., 85 Va., 
966-978. 

There the Railway Company had issued a mortgage, the 
terms of which limited the bonds to be issued thereunder to 
$15,000 per mile. Before all of the bonds had been issued 
under this mortgage it became apparent that the road could 
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not be completed through expenditures at that rate, and that 
certain extensions were desirable to place it upon a favorable 
operating basis. In order to obtain funds to continue the 
construction and to make the extensions a general mort- 
gage was created authorizing an issue of bonds up to 
$25,000 per mile, the lien of which mortgage was to 
be subordinate to that of the first. In order to 
strengthen the security of the second mortgage bonds, 
the Company caused to be certified $1,560,000 of 
bonds which, at the rate of $15,000 per mile, it 
would be entitled to have certified upon the comple- 
tion of the road; and pledged the same under the second 
mortgage. Prior to the creation of the second mortgage 
$2,270,000 of bonds had been issued under the first. Accord- 
ingly, the $1,560,000 of additional first mortgage bonds issued 
and pledged under the second mortgage constituted a very 
large proportion of the aggregate of the bonds claimed to be 
secured under the first mortgage. At the time that the action 
was brought, the Railroad had been completed in accordance 
with the requirements of the first mortgage, so that, when the 
questions presented were considered, the security behind the 
same was precisely that which was originally contemplated by 
the contract made between the mortgagor and those who had pur- 
chased the $2,270,000 of bonds, and who had intervened in the 
proceedings and raised the questions which were considered. 
Whether or not the first or general mortgage, or both, were 
under foreclosure, does not clearly appear from the report, 
especially as the trustee under each mortgage was the same. 
As stated, however, it is clear that appellants presenting the 
issues material to the case at bar were first mortgagef bond- 
holders who had intervened in the foreclosure suit after it 
was begun (pp. 969,970). When they were admitted, one 
Clarke was also permitted to intervene in his own behalf as a 
holder of general (second) mortgage bonds and in behalf of all 
the other holders of such bonds. The individual first mortgage 
bondholders answered Clarke’s petition in intervention and 
alleged that the deposit of 1560 of the first mortgage bonds as 
security for the general mortgage was unauthorized and 
illegal ; that the trustee had taken a position antagonistic to 
the interests of the first mortgage bondholders and that the 
question as to the validity of the 1,560 bonds was one of the 
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issues in the pleadings with respect to which testimony had 
been taken before the Master, who had already held such 
bonds to be invalid. It appears also that the Master had 
theretofore taken testimony upon all of the issues and upon 
the rights of all of the parties and had prepared and submit- 
ted to counsel a draft report which, among other things, found 
against the validity of the 1,560 bonds. After the general 
mortgage bondholders intervened, additional testimony was 
taken, but, apparently, the Master did not change his report, 
although he filed therewith all of the testimony taken before 
him (pp. 971-972). The order sending the matter to the 
Master required him to ascertain “the rights of the respective 
classes of creditors * * * to satisfaction ont of its (the 
mortgagor's) property and assets, and the amount due or to 
become due to said classes respectively.” 

He was also directed to take an account “ of the amounts 
due or hereafter to become due under the respective deeds or 
mortgages which” had been made by the Railway Company 
showing ‘‘the relative rights and priorities and the property 
included or conveyed by said deeds respectively ” (p. 969). 

In behalf of the general mortgage bondholders, Clarke 
exce;. ted to the report of the Master upon the ground that he 
had held invalid the 1560 first mortgage bonds deposited as 
security under the general mortgage ; and it was upon such 
exception that the court heard and determined the question, 
from which determination the individual first mortgage bond- 
holders appealed. The analogy of the situation of the 
bondholders there considered to that of the intervenors here 
is, therefore, extremely close. In disposing of the matter, 
among other things, the Court said : 


“It is not perceived that the Railway Company, in 
thus pledging these 1560 first mortgage bonds, as 
security for the benefit of the general mortgage bond- 
holders, did any injustice to or violated any contract 
rights of the first mortgage bondholders. * * * The 
road has been extended and completed and bonds at 
the rate of $15,000 per mile, and no more, have been 
issued under and in pursuance of the terms of the first 
mortgage, the $2,270,000 of bonds held by the first 
mortgage bondholders, and the $1,560,000 of extension 
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bonds issued thereunder and pledged for security of the 
general bondholders, together, make the aggregate of 
$3,830,000 at $15,000 per mile of the line of road 
actually constructed. 

“The proceeds of the bonds held by the first mort- 
gage bondholders were expended entirely upou the con- 
struction of the part of the road north of Waynes- 
borough, not a dollar thereof having been expended 
south of that point, while the extension south of 
Waynesborough was built exclusively with funds de- 
rived under the general mortgage. Yet, the first mort- 
gage bondholders claim a lien over the entire line of road 
prior and superior to those of the general morigage bond- 
holders. The claim is preposterous. 

“Tt is true that the general mortgage was made ex- 
pressly subject to the first mortgage, but, be it observed, 
it is subject not to the rights of the present first mortgage 
bondholders merely, but to all the rights secured by the 
first mortgage, prominent umong which is the right to 
issue and use the additional bonds here in controversy. 
* * * Though these 1560 first mortgage bonds is- 
sned and deposited as collateral for the general mort- 
gage bonds he held to be valid securities under the gen- 
eral mortgage, and they certainly are such, how does that 
fact impair in any way the contract rights of the first 
mortgage bondholders? * * * Suppose the Railway 
Company had issued those bonds and put them on the 
market for the purpose of securing funds with which to 
aid the construction of the extension of its road, and it 
undoubtedly had the right to do so, in what worse posi- 
tion would the first bondholders be placed than they 
are by the application of them as strengthening plaster 
—as a first hen backing support to the general mort- 
gage bonds? It is certain they would be in the same 
relative position now held by them, and that is the posi- 
tion of their own choosing.” 


Does not the language of the Virginia court apply almost 
precisely to the situation of these intervenors ? As the road 
there had been completed and was subject to the lien of 
the first mortgage bondholders at the rate of $15,000 
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per mile, so here the additional pfoperties have 
been purchased and the additional improvements and 
betterments made, all as stipulated in the contract. 
As stated in the opinion, therefore, how could the 
issue of the additional bonds do ‘any injustice to or violate 
any contract rights of” the first mortgage bondholders whose 
securities had been issued prior to such acquisitions ? 

While there the first mortgage bondholders claimed a lien 
over the entire line of road to the cost of constructing the ex- 
tensions of which they contributed nothing, prior and superior 
to the lien of the second mortgage bondholders, as repre- 
sented by the remaining 1,560 first mortgage bonds, here the 
holderSof the bonds first issued claim a lien upon the entire 
property of the Power Company, including the aequisitiems-of 
additional properties and the betterments and improvements 
to the cost of which they contributed nothing and for which 
the 718 bonds were issued. In the language of the opinion, 
“ the claim is preposterous.” 

The controversy there was between the first and second 
mortgage bondholders. Had these 718 bonds been delivered 
to the trustee under the Power Company’s second mortgage, 
the situation of the two cases would be absolutely identical. 
Suppose that this had been done and the issue here was as to 
the price, terms or conditions under which the second mort- 
gage bonds had been issued or as to the right, after foreclosure, 
of the holders of the second mortgage bonds to participate in 
the proceeds of the first mortgage security, can it be reason- 
ably coutended that these intervenors would have had any 
standing for sucha contest? Andif not, why? Is not the 
only answer that they have all the stipulations of their bond 
and that they are not entitled to more? Since the company 
might have utilized the bonds as security for its second mort- 
gaze bonds, why might it not legally and properly exchange 
its first for its second mortgage bonds? So far as its obliga- 
tions were concerned, they were precisely the same with 
respect to both classes of bonds; that is, it was equally bound 
to pay the seconds as the firsts. From its standpoint, there- 
fore, when, by making such exchange, it reduced its interest 
charges to the extent of more than $7,000 per year, not to men- 
tion the $250,000 received at the same time by way of loan, how 
can it be said that the iuterests of the company were made to 
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suffer any more than though the 718 bonds had then been de- 
posited as security for the second mortgage bonds, which deposit, 
under existing conditions, would, except as to the 166 second 
mortgage bonds held by others than the Railway Company, 
have brought abont precisely the situation which now exists ; 
that is to say, the pro rata interests of the 718 bonds in the 
proceeds of the sale would have been required to ve paid to 
the trustee under the second mortgage and all of such pro- 
ceeds, except the proportionate share of the 166 bonds, would 
have come to the Railway Company. 

Another of the statements of the Virginia Court of Appeals 
which we have emphasized by our italics is equally applicable 
here, namely, that though the general mortgage there was ex- 
pressly subject to the first mortgage, “ be it observed, 72 7s 
subject not to the rights of the present first mortgage bondholders 
but to all the rights secured by the first mortgage, prominent 
among which is the right to issue and use the additional bonds 
here in controversy.” Again, using the words of the Virginia 
court, assuming the validity of the 718 bonds and their secur- 
ity under the first mortgage, ‘how does that fact impair in 
any way the contract rights of the first mortgage bond- 
holders ?” tue) 

Suppose further that, as the Raibeay Company had the 
right to do, it had issued those bonds and put them on the 
market, it could have sold them for whatever price they might 
have brought, be it much or little ; in which event “ in what 
worse position would tho first bondholders be placed than 
they are by the application of them” tothe procuring of 
funds and the release of large liabilities. Thus, the 
Power Company obtained for these bonds $250,000 
in cash, with a year’s time within which to recup- 
erate and, if necessary, remodel its business, during 
which time it would save more than $7,000 in interest 
charges ; these funds enabled it to continue its business as a 
going concern and enabled it to continue to indulge the oppor- 
tuity of establishing itself upon a profitable basis ; the subse- 
quent contract, under which 218 bonds were received, enabled 
it to be rid of a cash claim of more than $85,000, to terminate 
a construction contract which, as then anticipated, if gom- 
pleted, would have cost it $100,000 more than if the work, done 
under its revised plans ; it was # enabletit to utilize $25,000 of 
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its second mortgage bonds in lien of $20,000 of cash, because 
of the Railway Company’s guarantee or agreement to pur- 
chase ; and it obtained the benefit of 50 shares of the Railway 
Company’s preferred and 100 shares of its common stock 
which, whatever now may be the case, was then, undoubtedly 
and justifiably, considered to possess value. 

Had the 718 bonds been forced upon the market with the 
statement that the Company’s earnings during 1912 were 
showing a deficit of more than $50,000; that these results 
were obtained at a time when its rates to its customers were 
satisfactory ; that a powerful competitor was coming into the 
field who was then soliciting, and in December had obtained 
contracts from the Power Company’s customers on the basis 
of reduction in service charges of approximately 40 per cent., 
that, in order to retain any part of its business the Power 
Company would be compelled to meet these reductions, and, 
possibly, to go below them which would, necessarily, precipi- 
tate a rate war, as the result of which both companies 
would likely conduct their business at a loss until one 
or the other should be financially exhansted; if these 
statements had been made to the public in connection with an 
offering of the bonds, and it would have been dishonest and 
dishonorable in the last degree had the bonds been offered to 
the public without such a statement, would this Court say 
that the bonds could have been sold on a basis which would 
have realized for the Power Company the net results which it 
obtained from the two contracts in question ? In the language 
of the Virginia Court of Appeals, we say again “the claim is 
preposterous.” 

In order to reach this conclusion, it is unnecessary that 
the Court shall be an expert in the sale of corporate securities 
Judges are not debarred from exercising the judgment which 
is credited to the average business man ; and, considering our 
suggestion in that light, we cannot believe that any unpreju- 
diced court will be able to conclude that the bonds could have 
been sold at any price. Most respectfully, therefore, we sub- 
mit that the suggestion contained in the opinion of the learned 
trial court to the effect that those 5 per cent. first mortgage 
bonds might then have been sold at a reasonable discount, for 
which reason, the failure of the Railway Company interests to 
follow that course must necessarily be held to convict them of 
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an intent to defrand these intervenors or any other man, 
woman or child in the universe, was wrong, dreadfully and 
most seriously wrong; and that the plainest dictates of justice 
and of the considerations which should affect men in their 
dealings with each other, require that the printed record 
of this charge of fraud and unfair dealing which has 
now been distributed broadeast, shall, to the extent that this 
Court is able so to do, be expunged from the tablets of time; 
and that this Court shall give the same publicity to the argu- 
ments and conclusions, which we fervently hope and seriously 
believe it will advance and reach, repudiating these grievous 
accusations and removing from the records of honorable men 
the imputation and stain which has been placed upon them by 
the learned trial judge. We trust that the Court will pardon 
us if, at times, the language of this brief is somewhat vehe- 
ment. In extenuation, we beg to say that, although, as pre- 
viously stated, he had no association with the transactions 
here questioned, some of the men here accused are the writer's 
friends, whose thoughts, general intentions and every day atti- 
tude toward the world, he knows from personal contact ; whose 
consideration for the very bondholders, some of whom are 
now represented by the intervenors, after coming into this 
matter, he had an opportunity to observe; and whose regret 
that such bondholders were sufficiently misguided by these 
intervenors to be influenced greatly against what they believe 
to be their best interests, he has been enabled to consider and 
understand. 

Weed v. Gainesville P. Co., 119 Ga., 576, is another case, 
the underlying principle of which is directly in point. The 
report of the case is long and somewhat involved. A careful 
consideration thereof, however, discloses the following: 
It was a consolidation of two foreclosure suits. The holders 
of $83,500 of a total issue of $245,000 of first 
mortgage bonds inlervened individually and set up that the 
disposition of the majority of the stock of the mortgagor and 
of the remaining $161,500 of bonds authorized under the first 
mortgage were ultra vires and invalid ; and that the present 
owners of the $161,500 of bonds “ were not entitled to share 
equally in the proceeds of the sale of the mortgaged property ” 
(pp. 581 to 585, 589 and 590). The Auditor found against the 
individual intervenors, who appealed from the order overrnling 
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their exceptions ; and it was upon such appeal that the court 
considered the right of the individual first mortgage bond- 
holders to raise the question as to the interest of the other 
first mortgage bondholders in the security under that inden- 
ture. The argument was, as before shown, that the $161,500 
of bonds were disposed of illegally ; and the Court will observe 
that the complaining bondholders there represented one-third 
of the total issue and were seeking to exclude from participa- 
tion two-thirds of that issue, and that, accordingly, the situa- 
tion of the contending bondholders there was, so far as per- 
centages on return are concerned, greatly more serious than is 
the situation of the intervenors here. The point was also 
made there that the $161,500 of bonds had been issued to a 
competing company which, under a Georgia statute, also ren- 
dered such issue illegal. The opinion was by Mr. Justice 
Lamar, now a member of the Supreme Court of the United 
States. Among other things he said (p. 590): “ Bondholders 
are not authorized to act as guardians for the public or the 
parties, in having such a contract set aside or declared to have 
been illegal * * *.” 

The decree of the court entered upon the findings of the 
master, to which exception had been taken by the holders of 
$83,500 of bonds, was affirmed. 

In Leystone Nat. Bank v. Palos Coal Co., 43 So., 570, the 
bill was filed by a bondholder for the benefit of himself and 
all other bondholders, as well as for general creditors, and 
prayed “the annulment” of certain bonds issued under the 
same mortgages under which those held by plaintiff were 
issued, on the ground that they had been clegally disposed of 
by the company. The language of the court is peculiarly apt 
in its application to our case. Thus (p. 571): 


‘‘ While the bill prays specifically for the ‘ annul- 
ment’ of certain bonds held by the respondents, the 
relief songht in this respect is inappropriate to the facts 
stated in the bill. The bond issue was for corporate 
purposes and benefits, and was made under corporate 
authority, and it is not pretended, in so far as is shown 
by the facts stated in the bill, that there was any il- 
legality in the issue of the bonds. The facts stated tend 
to show, not an illegal issue, but rather an illegal dispost- 
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tion of the bonds after the same had been legally issued. 
If the bonds were ‘ hypothecated ’ without consideration, 
and in this manner parted with and disposed of, this 
would be a corporate wrong. The remedy in such a 
ease, it would seem, would not be the‘ annulment’ of the 
bonds, but a restoration of the bonds to the rightful 
custodian, and the relief should be sought and had in the 
name of the corporation.” 


The bill was dismissed. 
Further discussing the situation there shown, the court 


said (p. 571): 


“Tt is not shown whether the general creditors are 
subsequent or prior creditors to the issue of the bonds. 
A general creditor, as well as a bond creditor, may 
attack the illegality of issue of bonds secured by mort- 
gage on corporate property (3 Cook on Corporations, 
5th edition, Secs. 766a, 848); and having a common 
grievance to be remedied, and with like relief, namely, 
the ‘annulment’ of the zlegal issue, no reason appears 
why the two ciasses of creditors, to that end and in a 
proper case may not join in the same bill.” 


The bondholder may attack the zllegal issue of bonds se- 
cured by the same lien as his own, if for no other reason, be- 
cause it violates his contract. As the court pointed out,. 
however, when the bonds have been legally issued, that is (in 
our case) when the additional property, improvements and 
betterments have been obtained or made, due evidence thereof 
Fapresented to the trustee and the bonds certified by it and de- 
livered to the mortgagor, they are legally issued. Accordingly, 
if, as in the case last discussed, they have been hypothecated 
without consideration (which is tantamount to the situation 
resulting from a gift of the bonds), the question becomes one 
of their proper disposition, which question is beyond and out- 
side of the terms of the contract between the bondholders and 
the mortgagor and one solely between the corporation or its 
stockholders, the legal or equitable owners of its property, and 
those who participated in the alleged illegal transaction (dis- 
position). 

Of course, in considering the transactions as exchanges of 
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first for second mortgage bonds, the questioiris one purely of 
a legal consideration and, therefore, cannot in avy view of the 
case affect the rights of the intervenors. That such questions 
are within the powers of a corporation and its officers to de- 
termine, was decided in Cluflinv. S.C. RR. Co., 8 Fed., 118, 
131, where the opinion was written by Chief Justice WaITr of 
the Supreme Court of the United States. There, the corpora- 
tion had utilized bonds secured by the mortgage in question 
to pay wholly unsecured obligations, just as in the vase at 
bar, the exchange of the first mortgage for the second mortgage 
bonds, discharged the obligation under the latter. The court 
said : 


* There was no actual exchange of bonds, but the 
new bonds were put in a way of being applied for the 
old ones. All this, as it seems to me, is within the 
scope of the mortgage. It may not have been judicious 
management but it was within the discretion of the com- 
pany. The only contract with the individual bondholders 
ws that the mortguge security shall not be diverted from 
its designated uses.” 


And that there is nothing per se illegal in exchanging an in- 
ferior for a superior security is also held in the following 


cases : 
Le Snyder, 59 N. Y. Supp., 993. 
People v. Stevens, 90 N, £., 60. 


In Farmers Loan & Trust Co. v. Toledo, 54 Fed., 759, it 
appeared that a bank seeking to participate in the proceeds of 
a sale of properties covered by a mortgage and purporting to 
secure bonds which it held, was met with the objection on the 
part of the other bondholders-+that the bonds had been orig- 
inally pledged to the bank and#pthat, at a sale to foreclose its 
pledge, the bank had itself illegally become the purchaser, for 
which reason, it could not be held to be the owner of the 
bonds and entitled to prove for their fullamount. In deciding 
the matter, among other things, Judge Jackson, speaking for 
the court, said : 


“The sale and purchase of these bonds by the bank 
* * * was not, per se, void. It was at most only 
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voidable at the instance and upon reasonable objection 
upon the part of the corporation or its stockholders. 

Third parties or strangers have no right to question 
or challenge the bank’s title to the bonds on the ground 
either of znadequacy of the price paid for the same, or 
for the reason thatit vccupted such a quasi trust relation 
to the pledgor as to disqualify it from purchasing at a 
sale made for its own benefit.” 


As the Court will have observed from the authorities cited, 
all except Aeystone Nat. Bank v. Paulos Coal Co., 43 So., 570, 
supra, arose under conditions similar to those which, for the 
purpose of the argument, we have assumed will exist here, 
namely that the security had been sold and other bond- 
holders of the same issue were objecting to the equal par- 
ticipation of the holders of the bonds of whose 
disposal they were complaining. Yet, upon the argument 
below, the only response made to the propositions which we 
are here advancing, was that, whereas, as general propositions 
they may be correct, they have no application after a fore- 
closure and sale, as the result of which it has been determined 
that the security will prove insufficient to pay all of the bonds 
in full and, therefore, has demonstrated that those situated as 
are the intervenors will suffer. Although, heretofore, we have 
somewhat considered the results to which such an argument 
leads, it now occurs to us to add that whereas, of course, the 
intervenors could not complain if their claims were paid in 
full, that circumstance bears no essential relation to the ques- 
tion as to whether or not they have rights outside of their 
contracts, which, in our view, is the fundamental portion of 
the question which we are now considering. Indeed, unless 
the transaction were void per se, or was made with express in- 
tent to defraud them, the discussion already had discloses 
that the intervenors are not in a position to question its re- 
sults. Such being the case, the principle involved cannot be 
affected by the circumstance that the issues are made subse- 
quent or prior to insolvency, especially if, as in the Keystone 
Bank case, the bill alleges that the GP assets are in- 
sufficient to pay its debts, which fact was admitted by the de- 
murrer to the bill. 

In order to sustain the proposition that the question is 
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affected in any degree by the matter of the ability or inability 
of the mortgagor to pay all of the bonds, must we not go to 
the point of concluding that, regardless of the provisions of 
the contract under which the intervenors took their bonds and 
of the performance thereof by the mortgagor, they may assert 
rights which, primarily, concern only the corporation and its 
stockholders, provided it be shown that their security is in- 
sufficient, which is the very point decided adversely to suck 
contention in the Keystone case. And if that proposition be 
conceded, must it not necessarily result in making a new con- 
tract between the parties, namely, in adding a provision to the 
mortgage that, despite the covenants to the effect that addi- 
tional bonds may be issued when the required additional 
security has been placed under the lien of the mortgage, such 
covenant does not apply if and when the corporation becomes 
insolvent. If any such principle be established, where will it 
end? Will it not render uncertain the rights and interests of 
mortgage bondholders to such an extent that no one will feel 
justified in purchasing such securities in reliance upon the 
provisions of a mortgage. 

In considering the intervenors proceeding one to exclude 
the 718 bonds from any share in the distribution of the pro- 
ceeds of the foreclosure sale, must we not, in order to sustain 
their contentions, also assume both that, had the bonds not 
been exchanged for the second mortgage bonds, they would 
have been in the treasury when the Receiver was appointed, 
and that, so situated, they would not have been entitled to 
participate in the distribution of such proceeds. So far as the 
first of these suggestions is concerned, it will be recalled that 
the Receiver of the Power Company was not appointed until 
December, 1913, fifteen months and one year following the 
respective transactions. In view of the fact that, in face of 
the competition which became effective in January, 1913, the 
company was sustained as a going concern, during the time 
inentioned, despite its inability to pay the interest on its 
first mortgage bonds on April 1, 1913, little room is left for 
the assumption that the 718 bonds would have been in the 
Power Company’s possession when the Receiver was ap- 
pointed, because, until the officers and directors of the com- 
pany finally determined that it was useless to further prolong 
its struggle against adverse conditions, it would have been 
their duty to utilize its resources for the purpose of maintain- 
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ing it, which, indeed, is all that was done; 
and had the bonds been sold, is there any evi- 
dence before the court that the procgeds, of such 
sale would or could have been so as 
to have provided adequate security for the ei caeeiors’ and for 
the 718 bonds, or even that the improvement of the security, 
evidenced by the additions and betterments, as shown by the 
company’s balance sheet, during the last three months of 1912, 
would have been realized? Indeed, is 1t not wholly probable 
that such proceeds would have been utilized in paying interest 
on all outstanding bonds and, as were the resources subse- 
quently obtained, largely, if not wholly, consumed in waging 
the battle of competition which began in January, 1913. 
Whatever else may be said on this subject, however, surely in 
considering it, we enter the realm of speculation aud cease to 
deal with facts, 

The fact that the intervenors’ contention also necessarily 
leads to the assumption that, had the bonds been in the Power 
Company’s possession when the Receiver was appointed, they 
would not be entitled to be admitted to distribution, presents 
a much more serious question and one which under such cir- 
cumstances as those existing here, it appears to us would be 
resolved against the intervenors. 

Thus, the record shows that, during the years 1908 and 
1912, inclusive, ‘‘ the Power Company had no other source of 
income or revenue from which expenditures could be made in 
underlying bonds, purchasing properties or making additions 
enlargements, etc., to its plants and properties, than the pro- 
ceeds of earnings and of second mortgage bonds, where the ex- 
penditures were not originally made in the first instance from 
the proceeds of the first mortgage bonds” (p. 432). Such 
was the testimony of Mr. Markhus, who was the company’s 
general manager during the entire period mentioned. So far 
as the exception mentioned in his statement is concerned, it is 
of little consequence in considering the additions to the 
security of the bondholders which are represented by the 718 
bonds, because all bonds previously issued were for purposes 
specifically prescribed by the mortgage. It follows, there- 
fore, that allof the property, ri “snags betterments 
and improvements, represent Lyoektengs as retirement of 
liens upon underlying Propenties wb the acquisition of 
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new properties are concerned, and, to the extent of 90 
per cent. thereof, so far as expenditures for betterments 
and improvements are concerned, were acquired and made 
through the use of the company’s earnings or from the pro- 
ceeds of its second mortgage bonds. In other words, neither 
the intervenors nor any other first mortgage bondholder, except 
the Railway Company nate : 

steektoiters contributed one dollar of the more than $800,000 
represented by the 718 bonds. Under such circumstances, 
does it offend the conscience of a court of equity to suggest 
that those whose moreys have thus enhanced the value of the 
mortgage security, shall be protected in the distribution of the 
proceeds thereof? And how may they be protected, unless, 
if the bonds, duly issued and certifiedyare held by the mort- 
gagor at the time of its insolvency, the mortgagor receives 
the distributive portion of such bonds for the benefit of the 
second mortgage bondholders, general creditors or stockhold- 
ers, as their interests may appear. Unless this question re- 
ceives an affirmative answer, can equity be done in such a 
situation ? 

Can these intervenors make any other answer to such 
proposition except to say that “it is true that your moneys 
have been expended to the extent of more than $800,000, 
which expenditures redound directly to the enhancement of 
our security, but you are entitled to no consideration for 
such expenditures, because neither our contracts with the 
mortgagor nor your contracts with the mortgagor provide 
that, if, bonds,issued against expenditures made by the second 
mortgage bondholders and othersyare not sold by the company, 
regardless of the price realized, you shall have no benefit from 
such expenditures but all of them must be held solely for our 
benefit ? ” 

Does it he in the mouth of those who say, regardless of 
the provisions of their contract, they are appealing in the 


broadest scope to a court of equity, to take such a position 6 


-es-that ? 

As we have before mentioned, provisions in mortgages of 
the character of those here under discussion are quite modern 
and questions such as that which we are now considering have 
not, therefore, apparently been presented for judicial determi- 
nation. Weare frank to say, therefore, that, although we 
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consider the contention absolutely sound as a matter of prin- 
cipal, we have been able to find only one reported case which 
appears to sustain it. We have, however, found no case to 
the contrary. 

A case apparently in point is the 7rust Company of 
America v. United Boxboard Company, decided by the Appel- 
late Division, First Department of the New York Supreme 
Court, in June, 1914, and bee reported in 162 App. Div., 
855. 

There, pursuant to the provisions of a mortgage made by 
the predecessor of the defendant company, bonds, secured by 
such mortgage, were to be issued upon the delivery to the 
trustee thereunder of stock of the American Straw Board 
Company, in the proportion of $1,000 of bonds for each $3,300 
par value of stock so deposited. ‘“ The mortgage provided 
that for all purposes, including the right to deposit stock and 
receive bonds therefor, the mortgagor’s rights should apper- 
tain to its successors and assigns.” Within a short time fol- 
lowing the issuance of the mortgage, the trustee certified and 
issued bonds to the extent of $1,302,400. In 1908, two years 
following the making of the mortgage, Receivers of the mort- 
gagor company were appointed who sold all of its assets to a 
reorganization committee, in consideration of the assump- 
tion and payment of all of the obligations of the mort- 
gagor company, except its obligation upon the bonds 
secured by the mortgage. It was expressly provided in the 
order authorizing such sale that the committee or its nominee 
“should have the same right to the certification, delivery and 
use of the bonds to be issued under such collateral trust mort- 
gage as the United Box Board and Paper Company (the 
mortgagor) had theretofore had, but upon the terms and con- 
ditions of said mortgage.” The reorganization committee 
organized the defendant company and designated it as its 
nominee to whom the assets of the mortgagor company should 
befansferred, and they were accordingly so transferred. Among 
the assets thus received by the defendant were $330,000 par value 
of the stock of the American Straw Board Company, which it de- 
posited with the trustee under the mortgage in question and 
for which it received in exchange, bonds duly certified to the 
amount of $100,000. In 1911, the action was brought to fore- 
close the mortgage, which then covered 46,280 shares of 
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American Straw Board Company stcck, of which 42,980 had 
been deposited “by the original mortgagor company and 
3,300 by this defezdant.”’ The stock was sold upon fore- 
closure for $250,000. The court below had found, as a matter 
of fact, that all of the bonds certified by the trustee were out- 
standing in the hands of holders for value, except $16,000 
thereof, which remained in the treasury of the defendant. The 
court said (p. 857) : 


“The present controversy is over the right of de- 
fendant to participate pro rata in the balance of the 
purchase price on account of the $16,000 of bonds held 
by it. * * * Itis stated, and without verifying the 
computation we assume it to be a fact, that the precise 
sums ordered to be allowed to the purchasers for the 
bonds held by them were calculated upon the assump- 
tion that this $16,000 of bonds were not entitled to par- 
ticipate in the proceeds of the sale. Jf this be so zt is 
due undoubtedly to a mistake as to the status of those 
bonds.” 


After discussing whether or not the application rendered 
necessary the amendment or alteration of the judgment which 
determined the number of bonds entitled to share in distribu- 
tion, which excluded the $16,000 thereof under consideration, 
and determining that, so faras moneys remained undistributed, 
it had the right, if they were entitled, to admit the $16,000 of 
bonds to participation in such distribution, the court further 
said : 


“So far as concerns the $16,000 of bonds in ques- 
tion, we can see no reason why they are not entitled to 
participate in the distribution. They were duly certi- 
fied and issued by the trustee against stock deposited 
in strict conformity with the mortgage, and the stock 
against which they were issued was a part of the stock 
which was sold in foreclosure and thereby contributed pro 
tanto to the creation of the fund to be distributed. They 
became valid obligations under the mortgage when they 
were certified and issued by the trustee, and their validity 
is in nowise affected by the circumstance that defend- 
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ant, after it had lawfully acquired them, kept them in 
its own treasury, instead of selling them to some one 
else.” 


Applying the language of the opinion to the case at bar, 
mutatis mutandis, the 718 bonds were duly certified and issued 
by the trustee against the discharge of underlying obligations, 
the acquisition of additional plants and property and against 
90 per cent. of sums expended by the mortgagor for better- 
ments and improvements, all in strict conformity with the 
mortgage; and the properties thus discharged of lien, thus 
acquired and thus added to the security of the mortgage lien, 
and against which they were issued, are a part of the property 
which will be sold in foreclosure and will thereby contribute 
pro tanto to the creation of the fund to be distributed. Within 
the terms of the decision, did they not, therefore, become valid 
obligations under the mortgage when they were certified and 
issued by the trustee, and would their validity in any wise be 
affected by the circumstance that, after it had lawfully acquired 
them, the company had kept them in its own SSI instead 
of selling them to someone else? 

It will be observed that, in the case last mentioned, the 
court appeared to consider that the defendant company there 
had been substituted in all respects for the mortgagor com- 
pany, and seems to dispose of the question upon principle 
rather than upon consideration of the circumstance that the 
defendant company had succeeded to all of the rights and 
interests of the mortgagor company, including the right to the 
certification, delivery and use of bonds issued under the 
mortgage, which the mortgagor company theretofore had; 
and that view of the matter appears to sustain absolutely the 
proposition for which we are now contending. 

The order of the Appellate Division was, under date of 
January 5, 1918, reversed by the New York Court of Appeals, 
the case not yet being reported. We have procured a copy 
of the opinion, however, and find that the reversal proceeds 
upon the legal proposition that, since the judgment of fore- 
closure determined the number of the bonds outstanding 
under the mortgage, which number excluded “bonds in 
treasury $16,000,” so long as the judgment stood unreversed or 
unamended, the Appellate Division was without power to 
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admit the $16,000 of bonds to distribution; which conclusion 
would appear to be correct. The Court of Appeals does not, 
however, contest the correctness of the Appellate Division’s 
conclusions with respect to the legal right of the $16,000 of 
bouds to participate and, indeed, at an early part of the 
opinion, says : 


“To determine its force and effect, it is necessary 
to ascertain precisely what, if anythiug, was adjudicated 
by the judgment proper in the action with respect 
to the said $16,000 of bonds. We shall assume now 
that the record disclosed, as a matter of fact, that 
these bonds were entitled to share in the proceeds of the 
sale.” 


In order that this Court may be fully advised in the 
premises, we are taking the liberty of handing up to each of 
the Judges a copy of the opinion of the New York Court of 
Appeals. 

We have given the report of the case very fully, in order 
that the Court itself may determine if it is in point upon the 
question under discussion. We recognize the possibility of 
distinction because of the fact that the defendant was not the 
mortgagor Company and may, therefore, have been considered 
to substantially be in the position of one purchasing the bonds 
for the deposited stock. The case as reported, however, gives 
no suggestion that the Court was affected by any such con- 
sideration. On the contrary, the entire presentation of facts 
and discussion suggest strongly to us that the Court con- 
sidered and intended to dispose of the issue with respect to 
the right of the $16,000 of bonds to participate as though the 
defendant were the mortgagor Company. 

We submit most earnestly, therefore, that upon principle, 
supported by an abundance of authority, the Intervenors are 
shown to have no interest whatsoever in seeking to avoid the 
transactions between the Power Company and the Railway 
Company ; and, upon principle, and what appears to be 
authority, that the 718 bonds, if in possession of the 
Power Company’s Receiver, would have been admitted 
to participation upon distribution, in which event, of course, 
all of the contentions of the Intervenors fail, because, were 
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the transaction rescinded i toto, their positions would 
not be changed. We wonld add, however, a word more 
to the discussion : Since, obviously, none of the 718 bonds are 
a part of the $500,000 authorized to be delivered by the 
Trustee at the time of the completion of the mortgage, nor a 
part of the $2,000,000 thereof authorized to be used in con- 
nection with the Company’s Ox Bow development, as the 
General Manager testified, the property against which they 
were issued could not have been acquired by the mortgagor 
with the proceeds of the First Mortgage Bonds held by the 
intervenors /£ yd others, the aggregate of which is, as the record 
shows, $2;544000. In addition to that self-evident proposi- 
tion, the testimony of the General Manager shows that, as a 
matter of fact, part of the moneys utilized to retire the uuderlying 
bonds, to acquire the additional plants and properties and to 
make the improvements, additions and betterments, repre- 
sented by the 718 bonds, came from the Company’s earnings 
and part from the proceeds of the sale of the Second Mort- 
gage Bonds. Such being the situation, where do the abstract 
equities he ? If, as we contend is the case upon principle 
and, apparently, upon authority, the bonds became the Power 
Company’s absolute property when they were certified and 
delivered to it, abstract equity would require that 
they be utilized to restore to the Second Mortgage 
bondholders and to the stockholders that which they have 
contributed to the enhancement of the security. Although 
we have found no authority applying the principle of subro- 
gation to such a situation, why should it not be so applied 
by a court of equity? Under conditions which render possible 
such a situation, a just provision to insert in first mortgages 
and in second mortgages would be that all first mortgage 
bonds issued against property acquired through the use of 
funds obtained from second mortgage bonds, should be 
deposited as additional security under the second mortgage ; 
and, if that result be just and equitable, with the 718 bonds 
still in the possession of the Power Company, why should not 
such result be accomplished by permitting the bonds to par- 
ticipate upon distribution for the benefit of the second mort- 
gage bondholders, in which event, as before observed, with 
the exception of the 166 bonds now in the hands of the public 
and $30,000 thereof held by the Bates & Rogers Construction 
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Company (p. 260), such distributive share wilt be paid to the 
Railway Company. 

We do not enlarge upon this phase of the question, because 
it deals only with a supposed condition and, in our view, is 
unnecessary for the purpose of determining the issues 
adversely to the intervenors. It is submitted, however, that 
modern authorities go to the point of establishing that the 
right of subrogation is not dependent upon a relationship of 
principal and surety, or of any other situation whereby, under 
some contract provisions, one is liable for the obligation 
of another, but extends to any _ situation where, in 
the view of a court of equity, the property of one 
has been or will be taken to pay the obligation of 
another under circumstances which will ects equitably 
to him whose property is or will be so keen be per- 
mitted to sueceed to or participate in the rights of those who 
have been benefited thereby. 

Thus, in Pease v. Eagan, 131 N. Y., 262, the general prin- 
ciple involved is stated as follows: 


“ No contract is necessary upon which to base a 
right of subrogation ; it is founded upon genreal equit- 
able principles, and may be asserted by one who has no 
absolute interest in property, but who, upon the happen- 
ing of acontingency, may become the owner, and who in 
order to save the property, pays the debt which is a lien 
thereon.” 


Although here, the debt was not paid, the money of the 
Second Mortgage bondholders was used to build up the secur- 
ity of the First Mortgage bondholders, under the terms of a 
contract between the mortgagor and the First Mortgage bond- 
holders, known to the Second Mortgage bondholders, pursuant 
to which, the Company could reimburse itself for such ex- 
penditures and, therefore, protect the Second Mortgage bond- 
holders, either by taking out bonds under the mortgage and, 
as we contend, holding them in its possession, or, as is obvious 
from the authorities cited, by depositing them as additional 
security under the Second Mortgage. As, in substance, the 
latter is what has here taken place, not only, in their last 
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analyses, do the transactions not offend the principles of 
equity, but they merely accomplish for the Second Mortgage 
bondholders what, had the exchanges of bonds not been made, 
equity should have accomplished for them. 


Vi. 


Upon the theory of rescission, which the court 
adopted, it was error to confine the right of the 
Railway Company as pledgee to 440 first mort- 
gage bonds; and to limit to $110,000, the obliga- 
tions for which they can be held (Supplementary deci- 
sion, pp. 153, 154). 


Taking up first the number of bonds subjected to the Rail- 
way Company’s lien, we assume that the theory of the lower 
court in charging them only upon the 440 bonds was that Mr. 
Hendee testified that such number were deposited by the 
Power Company as security for the $250,000 of notes. Ii, 
however, the transactions between the Power Company and 
the Railway Company are not sustained i foto, it will be 
because the court will ignore the actual terms of the agree- 
ments and hold, not that they mean what they say, but that 
they were mere subterfuges whereby, so far as the Sep- 
tember arrangement was concerned, in consideration of 
the advance by the Railway Company of $250,000, or of 
$110,000, the Railway Company obtained what purported to 
be title to $500,000 of bonds; and, in connection with the 
December arrangement, obtained what purported to be title 
to $218,000 of bonds. In other words, the court will disre- 
gard the agreements made by the parties and hold that the 
transactions thereunder will be upheld only in so far as may 
be necessary for the protection of the Railway Company to 
the extent of the moneys, or other consideration, actually ad- 
vanced. It is grossly inequitable, therefore, for the Court to 
confine the Railway Company to the terms of the contract, so 
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far as the parties made a record of the bonds* actually deliv- 
ered in pledge, but to repudiate the contract for all other pur- 
poses, and, thereupon, afford the Railway Company relief, 
only upon the theory that, since the Intervenors seek equity, 
they must do equity. 

The evidence shows that, so far as the exchanges of bonds 
are concerned, no discrimination was made in utilizing the 
first mortgage bonds originally deposited as security for the 
notes. It would seem only proper, therefore, to consider 
that, since the parties undoubtedly mtended to carry out 
the contracts in accordance with their terms, when the 
acts were performed by which the actual exchanges 
were accomplished, they did what would be usual 
under such circumstances, and, accordingly, that they intended 
to first complete the exchanges under the first contract and 
then to complete the exchanges under the second contract. 
We can, therefore, find no justification whatsoever in the evi- 
dence for any discrimination between the bonds acquired 
under the two contracts, except that evidenced by their terms, 
the earlier of which limited the exchanges thereunder to 
$500,000 of bonds (See Contracts ; also Record, page 259.) 

Passing now to the justification for limiting the rights 
of the Railway Company to the recovery of $110,000, 
without prolonging the discussion by referring tn extenso to 
the views of the learned Trial Court, it is obvious that it was 
influenced to that result by concluding that Messrs. Kissel, 
Kinnicutt & Company, the Syndicate and the Railway Company 
are but different terms for the same legal entity, and that, 
accordingly, the Railway Company was obligated to purchase 
the remaining Second Mortgage Bonds under the contract of 
September 19, 1911, between the Power Company the Messrs. 
Mainland and Kissel, Kinnicutt & Company. What may be 
the justification for this conclusion on the Court’s part, 
we are unable to understand. The only evidence on 
the subject contained in the record will be found at pages 195 
to 197. Summarized, it is that, after the contract of Septem- 
ber 19, 1911, was made, “a syndicate was formed ¢o take over 
the holdings of Kissel, Kinnicutt & Company in the Power 
Company, and in other properties which they had acquired and 
which later became the properties of the Railway Company.” 
Thereupon, the general nature of the Syndicate’s holdings and 
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the manner in which the stock relationship between the Rail- 
way Company and the Power Company was established are 
stated, and further explanation with respect to the Syndicate 
is made as follows: It was composed of from 50 to 100 in- 
dividuals who resided in various parts of the country, each 
member of which hada stated participation. It was not a 
bond syndicate, but a “ construction syndicate.” Messrs. 
Kissel, Kinnicutt & Company,were the Syndicate Managers 
and, although that firm did not have the largest financial in- 
terest, it was, otherwise, the principal interest. Such is the 
entire record on the subject. Does it necessarily lead to, or 
does it even justify, the conclusion that the obligations of 
Messrs. Kissel, Kinnicutt & Company under the contract of 
September, 1911, were in any sense turned over to the Syndi- 
cate, much less to the Railway Company ? 

The record discloses also that the Railway Company began 
business about January, 1912, more than three months after 
the contract of September, 1911, was made. There is no evi- 
dence whatsoever that the contract was turned over to the 
Syndicate or that it was turned over to the Railway Company, 
the only other material evidence on the subject being that the 
securities taken by the Bankers under their contract were 
eventually turned over by them to the Railway Company. In 
the absence of affirmative and positive evidence to that effect, 
can it be justifiably held that such circumstance alone imposed 
upon the Railway Company all of the obligations assumed by 
the Bankers under the contract? If so, upon what principle 
of law does the conclusion rest ? 

It may very readily be that the Bankers made an arrange- 
ment with the Syndicate or with the Railway Company, or 
both, that as they acquired securities under their contract 
such securities would be turned over to the Syndicate, or to 
the Railway Company, and that the Bankers would accept in 
payment therefor specified securities of the Railway Company. 
Clearly, however, such an arrangement would not result in 
an assignment by the Bankers of all of their rights 
under the contract and an assumption by the assignee of all 
of the obligations imposed upon them thereby. And in the 
absence of such an assignment and of such an assumption, it 
is most earnestly and confidently contended that no justifica- 
tion exists for a finding to that effect. 
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If these Intervenors are to deprive the -Railway Company 
of rights which, otherwise, it would have under existing con- 
ditions, because it assumed the obligations of the Bankers 
under the contrhct, do not they take up the burden of proving 
by affirmative and persuasive evidence that the conditions 
existed which alone will justify such a result? It seems to us 
that there can be but one answer to such inquiries and that, 
clearly, the record here does not contain facts such as will 
justify the conclusion that such a situation had been created. 
We do not enlarge upon the discussion, because we are un- 
willing to prolong this brief unnecessarily, and the proposition 
appears to us to be so wholly obvious. 

Assuming, however, that the Court was correct in its as- 
sumption in this regard, there is left for consideration the 
correctness of its conclusions that the Railway Company is 
entitled to recover only $110,000, instead of the $250,000 
which it advanced. The Court below substantially says that 
the transactions in question should be avoided because the 
Power Company was insolvent and they were had for the 
purpose of hindering, delaying and defrauding these Inter- 
venors, yet it seeks to deprive the Railway Company of 
$140,000, because it holds that the Railway Company should, 
under the contract of Septemnber, 1911, have placed that sum 
in the treasury of the Power Company, and have taken there- 
for Second Mortgage bonds, which it holds were then worth- 
less and known so to be by the parties to the transaction. 
Does not the mere statement of the proposition shock one’s 
sense of equity ? 

Can it be justly held that these transactious were fraud- 
ulent as to the Intervenors because the Power Company was 
insolvent and in the same breath that the Railway Company 
will be held to its contract to purchase securities which, if 
such insolvency exs.sted, were, as the Court finds, worth 
less? If they were worthless, the Power Company was unable 
to perform its contract, in that it was unable to deliver to the 
Railway Company anything of value; and under what princi- 
ple of law shall a court of equity hold a party to the perform- 
ance of a contract, when the entire consideration to be given 
by the other party has wholly and absolutely failed ? 

Fortunately, as we have before shown, we are not without 
authority to gainsay so unusual a proposition. Thus, in 
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Benedict v. Field, 16 N. Y., 595, a portion of the syllabus is as 
follows: 


“ Upon an executory contract for the delivery of 
goods, sold for payment, upon such delivery, in the 
notes of a third party, who becomes insolvent between 
the time of the contract and that stipulated for its per- 
formance, the seller 7s not bound to deliver upon a tender 
of notes, though they are not entirely worthless.” 


And, the Court, per Comstock, J., said : 


“The defendant was not bound to part with his 
property and accept ia payment the notes of an in- 
solvent firm, such insolvency having occurred, or at 
least having been ascertained, after the sale and be- 
fore the time of delivery. * * * It is true that 
the sale, looking only at the precise letter of the con- 
tract, was not defeasible in the event which occurred. 
But when the parties contracted, the firm of Leggett 
Brothers was in good credit and was supposed to be 
solvent. Their notes were to be accepted as pay- 
ment, but the ability of that firm to give good notes 
was assumed, and was really the consideration of 
the defendant’s engagement to sell and deliver the 
goods, * * * 

“The analogies to be derived from the law of stop- 
page zn transitw are perhaps not perfect, but they are, 
I think, sufficiently near to furnish a rule for the present 
case. 


tome bruce uv. Gurr, 9 Daly (N. Y.), 610; aff'd 67 
N. Y., 237, defendants, in consideration of the delivery to 
them of the note of a third party, agreed to sell and de- 
liver to the plaintiffs certain books. After a portion of 
the books had been delivered, the defendants learned that the 
maker of the note was insolvent and they refused to make 
further deliveries. Held, that the consideration of the contract 
having failed, the defendants were justified in refusing to de- 
liver. The General Term said : 


“The contract, though executed as to the goods 
already delivered, was executory as to the goods there- 
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after to be ordered. The consideration of said contract 
had entirely failed, and the defendants, already at a loss 
on this account, had a right to protect themselves 
against any further damage.” 


It is even held that, where the parties have executed the 
contract in mutual ignorance of facts which render the con- 
sideration valueless, equity will give a remedy on the ground 
of mutual mistake of fact. Thus, in //arris v. Hanover 
National Bank, 15 Fed., 786, the plaintiffs, who were the 
owners of a note of a New Orleans firm, sold the 
same, through note brokers, to the defendant in New 
York. An hour before the sale, an attachment, upon which 
their establishment was seized, was issued against the makers 
of the note by local creditors. Neither the defendant, nor the 
plaintiffs, nor the note brokers knew of the attachment at that 
time. The money received by the note brokers from the de- 
fendant having been paid into Court, it was held that the 
defendant might recover it. 

The Court (Coxe, J.), said : 


“ The almost unbroken line of authority seems to 
establish the doctrine that if bills of a broken bank, or 
the notes of a party who has previously failed, are 
transferred in payment of a debt, both parties being 
ignorant of the failure and innocent of fraud, the cred- 
itor may repudiate the payment, upon a tender or 
return of the dishonored note, and recover the amount 
dune” (Citations). ‘It is true that in many of these 
cases the debased or worthless paper was given in pay- 
ment of a pre-existing debt, while in the case at bar the 
delivery was the result of a bargain and sale. * * * 
Yet, upon an analysis of the reason upon which these 
decisions are based—viz., mutual mistake—it is not 
easy to discover any difference in principle.” 


To the same effect is /voberts v. Fisher, 48 N. Y., 159. 
There, defendants, being indebted to plaintiff for goods sold, 
gave him the note of a third person, which he received in full 
payment and discharge of the debt. The maker of the note 
was insolvent at the time, but this fact was not known to 
either the defendants or the plaintiff. Held, that the plaintiff 
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might recover from defendants his original claim against 
them. The Court, per PeckHaw, J., said : 


“Upon broad principles of justice, it would seem 
that a man should not be allowed to pay a debt with 
worthless paper, though both parties supposed it to be 
good.” 


That insolvency discharges the other party to a contract is 
also held in Ex parte Chalmers, Ia. R., 8 Ch., 289, where MEL- 
LisH, L. J., speaking for the court with reference to a sale to 
one who became insolvent after the contract was made, said : 


‘¢T am of opinion that the result of the authorities 
is this: that in such a ease the seller, notwithstand- 
ing he nay have agreed to allow credit for the goods, is 
not bound to deliver any more goods under the contract, 
until the price of the goods is tendered to him.” 

See, also, 


Thomas v. Westchester Co. Supervisors, 115 N. Y., 47. 
Stewart v. Orvis, 47 How., Pr. (N. Y.), 519. 


Most earnestly we submit, therefore, that under the con- 
ditions assumed by the Jearned Trial Court, both upon prin- 
ciple and authority, neither the Bankers, nor the Syndicate, 
nor the Railway Company, assuming the latter to have taken 
over the obligations of the Bankers thereunder, were, because 
of the contract of September, 1911, under any legal respousibil- 
ity to purchase the additional $175,000 of second mortgage 
bonds and to pay therefor $140,000. Must it not follow, there- 
fore, that, to the extent that the court below required the 
compietion of the performance of that contract as a condition 
to any relief to the Railway Company, it imposed an obliga- 
tion which the law would not have imposed and one which, 
accordingly, cannot be sustained ? 

The only alternative to the last-mentioned proposition is 
that the Power Company was not insolvent, that, accordingly, 
its second mortgage bonds were not worthless and, therefore, 
that the Bankers or the syndicate or the Railway Company 
were not relieved from completing performance of the con- 
tract. If that horn of the dilemma be taken by the Inter- 
venors, does it not follow that everything which was done 
evidences an intention to continue the business of the Power 
Company? And ifsuch be the case, who will say that the 
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parties to these transactions did not then consider the second 
mortgage bonds to possess substantial value? And if they 
possessed substantial value, or the parties then so believed, 
such value was a consideration for the contracts of September 
and December, 1912, in addition, in the case of the September 
contract, to the $250,000 advanced thereunder, and, in the 
case of the December contract, to the obligations from which 
the Power Company was relieved, the obligation assumed 
by the Railway Company to purchase $25,000 of Power 
Company second mortgage bonds, and the value, or 
assumed value, of the 50 shares’ of preferred 
aud of the 100 shares of its common _ stock 
issued and delivered to Bates & Rogers Construction Com- 
pany, in connection with the performance thereof. If such 
were the case, the final questions are merely those relating to 
sufficiency of consideration. And, in view of the then deficit 
in the Power Company’s earnings, and its consequent inability 
to borrow elsewhere or to sell its bonds in the market, upon 
what principle of law or equity can it be concluded that the 
considerations received by the Power Company were so grossly 
inadequate as to shock the atiteacia lara BOLD 

We do not apologize for the length of the brief, because we 
consider of vast importance every case where men are charged 
with having committed fraud; in addition to which, the 
financial consideratious here involved are sufficient to justify 
every possible effort on the part of counsel to aid the court in 
reaching correct conelusions. ‘The brief has, however, been 
formulated under conditions of time and opportunity so re- 
stricted that it has been necessary to prepare it in great haste ; 
and we are entirely sensible that, as a result, it lacks much of 
the orderly arrangement and coherency of discussion which 
should obtain in presenting one’s written views to an appellate 
court. That result we regret sincerely, but time has left no 
alternative. 

It is most earnestly submitted that the decree below, so far 
as it concerns the 718 bonds, should be reversed zn toto, with 
costs to the appellants. ; 

Respectfully submitted, 
ELpon BISBEE, 
Amicus Curie. 
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In the last analysia, the last con= 
deration is, of course, of no importe 
i because, if the company was not in= 

Bolvent, it wos cempetent to ontract 
With the Reilway company in any manner 
Which it saw fit, providing that the 
ilway Company in making the contract, 
mo intention of hindering, delaying 
defrauding the intervenors 
AS bearing woon the injustice of 
depriving the Reilway Gompany of 
40,000, we again call attention te 
ers of the contract (intervenors 
3), authorized by the Executive Com= 
ttee of the Power Company on September 
» 1912, which, after reciting thet three 
' the .arties thereto were also parties 
the original contract or Sectenzber 
%, 1911, the performanee thereof in 
tain respects, the fact that chanced 
nditieon had rendered it advisabie te 
betitute eertain considerations fer these 
iginally contenuplated by the parties, 
that the Bankers had, fer a valuable ecn- 
aiderution, “been released from their cb= 
satien to purchase eaid 4175,000 face 
Miue of said bends", and that "the Bankers 
we been required from various eauses in 
nnection with the transaction contemlate- 
Sa" by said contract September 1911" and 
we fran time tc time, advanced far more 
mey than war originel ly contemplated in 
a4 contract" and hewe otherwise assisted 
x; in earrying out 
sontract. (pp. 236-256), 
he corporate 
cords, authenticated by the controlling 
es of the Messrs, Mainland, the in- 
rvenors witnesses, that the parties 
hén coneeded tint, elthcough the dvalanee 
F the necond mortgage bonds had net been 
Urchased, ag a matter of fact, the Bankers 
md advanced to the Comeny more mney 
fe igi ly contemplated and, other- 
née beyond their contract soh= 
in @ssisting the Company. 
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